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MEDICARE’S FINANCIAL CRISIS 


THURSDAY, APRIL 10, 2003 

Congress of the United States, 

Joint Economic Committee, 

Washington, DC. 

The Committee met, pursuant to notice, at 10:30 a.m. in room 
562, Dirksen Senate Office Building, the Honorable Robert F. 
Bennett, Chairman of the Committee, presiding. 

Present: Senators Bennett, Reed; Representative Stark. 

Staff Present: Donald Marron, Michael O’Grady, Dianne Preece, 
Wendell Primus, John Mclnerney. 

OPENING STATEMENT OF SENATOR ROBERT F. BENNETT, 

CHAIRMAN 

Senator Bennett. The Committee will come to order. I extend 
a good morning to all and welcome you to today’s hearing on the 
challenges facing Medicare. 

I know the focus is on Iraq and what’s going on there. That is 
a serious problem and a serious challenge, but long-term. 

Medicare may be a more serious problem for this Country. 

As I’ve said before, Medicare is the best Blue Cross-Blue Shield 
fee-for-service indemnity plan of the 1960s frozen in time. Before 
we get carried away with rhetoric about what we have to protect 
and not protect about Medicare, let’s understand that simple truth. 
We don’t practice medicine the way we did in the 1960s. And we 
should not deliver and finance medicine in the same way today. 

Protecting Medicare can become a dead-end for us if we insist in 
preserving Medicare in its 1960s incarnation. Congress must face 
the fact that Medicare is 40 years old, whereas the practice of med- 
icine is changing so constantly that we could say for rhetorical 
flourish that it’s only 40 months old. Applying another Band-Aid to 
Medicare would be malpractice. Radical surgery is what is needed. 

Exhibit 1 in the case for radical reform is Medicare’s growing fi- 
nancial crisis. The promised benefits now exceed Medicare’s finan- 
cial resources by more than $13 trillion. In other words, Medicare’s 
unfunded liabilities are more than three-and-a-half times as large 
as our Nation’s public debt. This imbalance will only worsen if Con- 
gress adds a prescription drug benefit to Medicare. 

We have a big problem, one that gets worse every day. To bring 
Medicare into long-term fiscal balance today would require either 
an 83 percent increase in the Medicare payroll tax or a 42 percent 
reduction in Medicare spending. If we wait, these changes would 
have to be even larger. Enormous burdens on Medicare bene- 
ficiaries and on taxpayers thus appear almost inevitable. 

(l) 
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We need better solutions. We need creative ideas about how to 
deliver quality care to a growing population at a lower cost. We 
need, in short, to start over with a clean sheet of paper. We need 
to ask ourselves: “Given everything we know today, what’s the best 
way to structure Medicare and, indeed, our entire health-care sys- 
tem?” 

Any successful reform must begin with respect for the power of 
the market. Consumer choice, consumer responsibility, and market 
competition have long driven the success of the U.S. economy. And 
the same forces should be harnessed to deliver health care. 

Properly structured, market-oriented reforms can deliver quality 
health care efficiently and fairly. Market forces will increase bene- 
ficiary choice, slow the growth of beneficiary and taxpayer spend- 
ing, and provide incentives for health plans, both public and pri- 
vate, to provide the highest quality health care. 

Congress should take care to safeguard vulnerable beneficiaries 
from any unintended consequences of market forces. However, it 
would be foolhardy to walk away from all the benefits of market 
forces for fear of these unintended consequences. 

We have a problem and it’s not going to go away. Indeed, it 
seems likely to get worse, given the strong desire to add a prescrip- 
tion drug benefit. I share that desire. Prescription drugs are essen- 
tial to the health of our retirees. But as we design that new benefit, 
we should keep in mind that, as noted in the new Committee re- 
port released this morning, more than three-quarters of Medicare 
beneficiaries already have some sort of drug coverage. Any move to 
add a drug benefit must carefully balance the needs of the bene- 
ficiaries with their current sources of coverage — and the financial 
burdens on taxpayers. 

We certainly do need a prescription drug benefit. Prescription 
drugs do things now that were unimaginable in the 1960s. But we 
shouldn’t paste that benefit into a broken system. We shouldn’t cre- 
ate a new set of forms and eligibilities that torment patients, frus- 
trate doctors, and reward those skilled in the black art of Medicare 
payment formulas. Let us as a Congress face the fact that we need 
to start from a clean sheet of paper, all over again, with all of the 
money we are putting into it and say, “Let’s create a whole new 
system that really works.” 

With that, I welcome the Ranking Member, Mr. Stark, for any 
opening comment that he might have. 

[The prepared statement of Senator Robert F. Bennett appears 
in the Submissions for the Record on page 39.] 

OPENING STATEMENT OF REPRESENTATIVE PETE STARK, 
RANKING MINORITY MEMBER 

Representative Stark. Thank you, Chairman Bennett, for hold- 
ing this hearing. I welcome our witnesses. 

I had the distinct pleasure of seeing Director Holtz-Eakin and 
Mr. Walker yesterday. And I’m happy to see them again today and 
hear how they respond to the Chairman’s spin on the problems 
with Medicare. 

The title of this hearing, “Medicare’s Financial Crisis,” is in- 
tended, I believe, by the Republicans to be a leading suggestion 
that Medicare isn’t viable and is in a horrible financial situation. 



3 


Thankfully the facts point out a much different picture. This is 
more about ideology of the Republicans than the reality of Medi- 
care’s current standing. 

Medicare’s solvency is at the second highest point of the pro- 
gram’s history. I just point this out — that the Republican attack on 
Medicare’s viability is a scare tactic to enable them to achieve their 
real goal, which is as the Chairman just suggested, dismantling 
Medicare as an entitlement program that provides benefits at guar- 
anteed prices. 

Medicare is better than private plans at controlling costs as we’ll 
hear later from Marilyn Moon, who will highlight her study that 
Medicare has consistently done a better job at controlling health- 
care cost than the private sector. I’ll leave it to her to discuss that 
analysis in greater detail. 

The major problem facing Medicare’s future is basically us. Will 
we in Congress be willing to make the changes necessary to insure 
its viability for the future? 

The most important change we could make is to add a Medicare 
drug benefit. Of course, adding that drug benefit will require in- 
creased spending. The President and the Republicans don’t seem to 
question increased spending when it comes to tax cuts for the 
wealthy, doing away with the inheritance tax, which will only help 
the Chairman’s children and mine, but certainly won’t help most 
lower income seniors or children who have to make it on the own. 

When it comes to a Medicare drug benefit, the response is al- 
ways: “Oh, it’s too costly to do a real benefit.” 

We Democrats don’t think that’s the case. Republicans would 
argue that a Medicare drug benefit can’t be added unless substan- 
tial “reform” is attached. 

Well, I’d like to research a little what you really mean by reform. 
Do you mean something like the President’s outline of a plan that 
would force seniors to enroll in private managed-care plans in 
order to receive decent prescription drug coverage, while those in 
traditional Medicare would receive minimal drug coverage and 
some Mickey Mouse discount cards? 

The Faustian bargain presented to seniors is to receive the drugs 
they need in exchange for giving up comprehensive health coverage 
with their choice of doctors. And that’s not a fair choice — and not 
one that any Member of Congress is forced to make. Seniors 
shouldn’t have to make that choice either. 

The GAO estimates show that foregoing additional tax cuts be- 
yond current law would provide an additional 25-year window for 
Medicare solvency while we consider how to slow health-care costs. 
At a minimum, this should be done. 

Dr. Holtz-Eakin has referred to the Medicare Trust Funds as 
merely “bookkeeping devices” used by the Treasury. I’d submit to 
you that a Trust Fund is more than that. It’s a promise. 

It’s a promise that we made to 40 million elderly and disabled 
Americans that they will receive quality health care and that Medi- 
care will be there for people who need it, in every hamlet and every 
corner of this country, so long as the House and the Senate here 
in Washington are willing to keep that promise. 
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It’s up to the Republican leadership that controls the House and 
the Senate to keep or break this country’s promise to our seniors. 
That’s what’s before us. 

We had Dr. Uwe Reinhardt with us yesterday. Mr. Chairman, he 
did “A Primer for Journalists on Medicare Reform Proposals,” I ask 
unanimous consent it be made a part of this record. As for — objec- 
tion, I’ll put a Committee insert. 

[The primer entitled “A Primer for Journalists on Medicare Re- 
form Proposals,” by Dr. Reinhardt appears in the Submissions for 
the Record on page 124.] 

It was Dr. Reinhardt who challenged us in Congress. He says the 
critics of Medicare, chiefly market-oriented policy analysts and pol- 
icymakers, will call the program outdated. He suggests that the 
President has suggested the same thing. 

But the gaps in coverage are our fault. We’re the ones who could 
provide the coverage — and we must. The failure to modernize Medi- 
care is up to us, always Medicare has been a world leader in inno- 
vation in many areas and it doesn’t get credit for that. It’s the most 
efficient bill-paying operation in the United States. It offers the pe- 
nultimate choice in services. 

And so, if there’s a shortcoming, it’s ours. We talk about choice 
and competition. And I know the Chairman is an expert in this and 
understands the value of entrepreneurial creativity. But you can’t 
have it in health care and in Medicare. 

First of all, none of us know — you or I — with any certainty as to 
what medical treatments they would give to us, how much they 
cost, what they are. 

A doctor asks us to take a test and we take it and we hope we 
pass. And we don’t know what it costs and usually neither does the 
doctor. 

That’s no way to have a market. If I’m going to decide whether 
to buy your calendar, I can price it against the lesser quality 
brands and understand that I buy a high-quality product from you. 
But I can understand it. 

I can get you 12 months, 52 weeks — that I can handle with my 
shoes and socks on. But he wants to talk to me about various 
chemotherapies, I don’t know. I trust the Chairman probably 
doesn’t know and our witnesses don’t know. 

So I don’t know how we could be expected in the vernacular of 
buying an automobile or commercial product to have a “free mar- 
ket” when we are incapable of understanding what it is we’re buy- 
ing. 

Also, we can’t have a fair competition, because if you are the or- 
ganization Blue Cross, you can pull out of some town in Utah if 
you choose not to serve there. Medicare can’t. Medicare and Med- 
icaid must serve every hamlet in the country. We don’t have the 
luxury that private plans have to pull out of an area that they may 
not choose to serve. 

So there are all those impediments to what we think of as the 
standard “competitive model” to provide this. And I think we have 
a plan that is arguably the most popular government plan in the 
country today. And I would challenge my colleagues, not our wit- 
nesses and not the bureaucracy, to say: Let’s do our job. We’re the 
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board of directors of Medicare. CMS is the executive cadre who 
should carry out the principles we give them. 

Let’s go back to work. Let’s get the Senate Finance Committee 
and the House Ways and Means Committee to do their job. Then 
I think we’ll continue to have a program that we’ll be proud of. 

[The prepared statement of Representative Stark appears in the 
Submissions for the Record on page 40.] 

Senator Bennett. Thank you. And thank you, Mr. Stark. We 
could engage this debate among ourselves, but we won’t. We’ll go 
to the witnesses. 

But I can’t resist responding one little bit. If I sit on the board 
of this particular enterprise, I have received more criticism from 
the customers about this enterprise than anything else that I sit 
on the board of. 

So if it’s doing so well, at least those people who have my home 
phone number haven’t discovered that yet. And they are com- 
plaining bitterly about a number of things. 

With that, we will stop debating amongst ourselves. 

Mr. English, if we can, I would like to go directly to the wit- 
nesses. Then we will go through the round of questioning. But we 
appreciate your being here. 

Our first panel we have David Walker, Comptroller General of 
the United States; and Douglas Holtz-Eakin, the new Director of 
the Congressional Budget Office, both of whom have examined this 
issue in considerable detail. 

Gentlemen, we appreciate your being here and look forward to 
your testimony. 

Mr. Walker, we’ll start with you since seniority-wise you’ve been 
in government service a little longer. But that means we give the 
CBO the last word. So you can each take some comfort in the order 
I’ve chosen. 

OPENING STATEMENT OF HON. DAVID M. WALKER, 
COMPTROLLER GENERAL, GENERAL ACCOUNTING OFFICE 

Mr. Walker. Somehow, Mr. Chairman, I think you are going to 
have the last word. But thank you very much. It’s a pleasure to be 
here, Mr. Chairman, Ranking Member Stark, Mr. English, and 
other Members of the Committee, to testify with regard to an issue 
of long-standing interest to myself. That is Medicare. 

As you know, Mr. Chairman, I have been involved in this issue 
for many years including serving as a public trustee of both Social 
Security and Medicare from 1990 to 1995. So this is not a recent 
interest. It’s one of long standing. 

I recognize the importance of this program to the American peo- 
ple. Over 10 years ago, the public Trustees of Social Security and 
Medicare, including myself, stated that the Medicare program was 
unsustainable in its present form. 

Since that point in time, others have come to the same conclu- 
sion. The Congressional Budget Office (CBO), The Office of Man- 
agement and Budget (OMB), and others have come to that same 
conclusion. 

The recent Trustees’ report shows that Medicare’s projected fi- 
nancial condition has worsened substantially in the last year. The 
actual or present value of the deficit has increased approximately 
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20 percent to $6.2 trillion for HI alone, which is Medicare Part A. 
That does not include SMI or Part B. 

Regarding Trust Fund solvency — it’s true, the Trust Fund is pro- 
jected to be solvent under the intermediate assumptions until 2026. 
And there are considerable assets in the Trust Fund in the form 
of non-readily marketable government securities that are backed by 
the full faith and credit of the United States Government. And I 
think it’s important that this be stated. 

These bonds do have legal significance. They do have moral sig- 
nificance. They represent a priority claim on future general reve- 
nues. They do not, however, have any economic significance. This 
is part of why Trust Fund solvency can be misleading. 

I have been a trustee in a number of other capacities, including 
dealing with pension funds and health funds in the private sector. 
The Trust Funds that we have in the Federal Government, includ- 
ing those for Social Security and Medicare, are accounting devices. 

They are not Trust Funds as defined in Webster’s dictionary. 
They do not have the same fiduciary responsibilities associated 
with them. And I think we need to recognize that reality. 

In the year 2013, the HI program will start experiencing a nega- 
tive cash-flow, at which point in time these closely held govern- 
ment securities, which are of value, will have to be redeemed. 

But in order to redeem those securities, we’ll have to increase 
taxes and/or cut spending and/or increase the debt held by the pub- 
lic. If we choose the borrowing approach, the deficit will grow dra- 
matically. 

In the first chart [see figure 1], which I have up here, my col- 
league is helping me to show how the cash-flow deficits escalate 
dramatically. And this is in 2003 constant dollars, so inflation has 
been taken out. 

Cash is key and it’s important to keep in mind. We also need to 
note that if we look at entitlement spending as a percentage of the 
economy, it is continuing to grow. There’s been a significant in- 
crease in mandatory spending over the last 40 years. 

As you know, in 1962 when John F. Kennedy was President, the 
Congress got to decide where almost two-thirds of the Federal 
budget was going to be spent every year. 

Now it’s almost reversed. Congress gets to decide a little over 
one-third of the Federal budget every year. And the growth in So- 
cial Security, Medicare, Medicaid [see figure 2] and interest on the 
Federal debt is continuing. 

At the same time, what helped finance the increase in those pro- 
grams over the past 40 years were reductions in spending for na- 
tional defense, from 50 percent of the Federal budget in 1962 to 17 
percent in 2002 is not likely to continue in the future. 

We know that there will be additional spending for national de- 
fense and now homeland security. So as a result, if we look forward 
to the future, based upon the Government Accounting Office’s 
(GAO) latest long-range budget simulation, which is updated twice 
every year, you can see that we are headed for a troubling future — 
namely, that there is a significant and growing mismatch [see fig- 
ure 3] between projected revenues and projected expenditures. 

This simulation assumes that the Social Security and Medicare 
Trustees are correct in their intermediate best estimate assump- 
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tions; it also assumes that discretionary spending grows by the rate 
of the economy, and that the 2001 tax cuts continue out into the 
future. Yes, it would help if there were additional revenues. But I 
will tell you that even if the tax cuts are allowed to expire, which 
is current law, there is still a significant gap. The gap is so great 
that we are not going to grow our way out of the problem. 

Tough choices will be required — and in fairness, not just from 
Medicare, but also from Social Security, discretionary spending, 
and tax policy, including tax incentives in particular. We’re going 
to have to make some tough choices. 

I should say, Mr. Chairman, you’re going to have to make some 
tough choices to try to decide what’s the proper role of the Federal 
Government in the 21st century. How should it do business? What 
are the priorities? How are you going to allocate limited resources 
to have the most positive effect over time? And hopefully, Mr. 
Stark, yes, deliver on whatever promises are being made. 

I think the problem right now is there’s a big gap between prom- 
ised benefits and funded benefits. There’s a huge expectation gap 
in the public. I think we have a responsibility to close that gap in 
a way that’s both fiscally responsible and sustainable over time. 

As you mentioned, Mr. Chairman, there’s increasing interest in 
modernizing Medicare’s benefit structure. I think there is no ques- 
tion that if Medicare was designed and implemented today, it 
would include a prescription drug benefit. There’s clearly a need for 
a prescription drug benefit. 

However, Medicare also needs to be modernized in many other 
ways because many other things have changed since 1965 when 
Medicare was created. 

I think it would be prudent for Congress to consider targeting 
any prescription drug benefit and including appropriate cost-con- 
tainment mechanisms and other programmatic reforms that would 
hopefully not worsen Medicare’s already deteriorating long-range 
financial condition. 

I say it would be prudent. It’s obviously not required. Ultimately 
elected officials will make that choice. 

It would be nice for us to have a Medicare Hippocratic oath. Let’s 
don’t make the long-term problem even worse. 

That will be tough. But ultimately, we’re going to have to come 
to grips with this issue. 

Last, let me say that I think that in reality we have three sus- 
tainability problems. One deals with the Medicare program. These 
[see figure 4] long-range imbalances only deal with HI. They don’t 
include SMI. 

By the way, this shows how Social Security, Medicare, and Med- 
icaid is going to increase as a percentage of the overall economy, 
which is also important. 

One is Medicare, HI, and SMI. The second is health care. We’ve 
got a broader health-care challenge and a sustainability problem 
there as well. 

Third, we’ve got an overall Federal fiscal imbalance challenge. 
Many of these are interrelated. We ultimately have to try to come 
to solutions that will address all three. 

In that regard, GAO is preparing a briefing document that 
should be available within the next month or so to provide informa- 
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tion to the Congress and other interested parties on some key 
trends and statistics. This document will include a series of ques- 
tions that Congress may wish to consider when analyzing various 
health care reform proposals. 

We’ve already done this for Social Security. It’s been embraced 
by the Congress. We’ve used it to analyze various Social Security 
reform proposals at the request of the Congress. 

By the way, this analysis will not just ask questions on cost, 
which is important. It will also ask questions on access, quality, ad- 
ministrative matters, and other issues in order to try to come up 
with a balanced perspective so that the Congress can hopefully 
make more timely and informed judgments. 

Thank you, Mr. Chairman. I look forward to answering questions 
after my colleague has had a chance to give his statement. 

[The prepared statement and charts of Mr. David M. Walker ap- 
pear in the Submissions for the Record on page 42.] 

OPENING STATEMENT OF DOUGLAS HOLTZ-EAKIN, DIRECTOR, 
CONGRESSIONAL BUDGET OFFICE 

Dr. Holtz-Eakin. Thank you very much. Let me touch on some 
of the subjects in my testimony and what the implications are for 
the policy going forward. 

As highlighted by my colleague, under current law and without 
any additional benefits such as a prescription drug benefit, Medi- 
care spending is on a course to rise dramatically as a fraction of 
our national economy, as a fraction of the Federal budget. 

As shown in the chart [Figure 1 in the prepared statement], 
Medicare spending currently constitutes 2.5 percent of Gross Do- 
mestic Product (GDP). Over the next several years it will rise to 
something like 9.2 percent of GDP, or roughly half the size of the 
current Federal Government in our economy. 

It’s commonly assumed that this is all due to the aging of the 
U.S. population — the retirement of the Baby Boomers and the sub- 
sequent shift in the ratio of retirees to workers in the economy. 

As shown in the chart, the top portion, the lighter gray portion, 
is indeed the effect of an aging population. But that constitutes 
only 30 percent of the rise in Medicare spending as a fraction of 
our economy. The remaining 70 percent is due to the fact that med- 
ical costs in our economy are rising faster than GDP. 

As shown in the chart, we assume there will be an excess cost 
growth of 1 percentage point over the forecast horizon. That pace 
is indeed a bit slower than over the history of Medicare, where 
spending has averaged 2.8 percent faster than the growth rate of 
GDP over the period from 1970 to the present. 

With that in mind, let me review the current trends in cost 
growth as we see them. 

The Congressional Budget Office has recently updated its base- 
line projections for Medicare spending. Over the next 10 years, we 
continue to see Medicare costs growing 6.8 percent per year faster 
than the rate of GDP growth in the economy. 

And if one looks at the growth rate of prescription drug spending 
by the Medicare population, that rate is projected to rise by 9 per- 
centage points per year — again, considerably faster than the rate of 
GDP growth. 
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Putting those facts together suggests the need for thinking about 
policy in the years to come. At the broadest level, decisionmakers 
are faced with the following rough tradeoffs. 

One possibility would simply be to continue the tradition of hav- 
ing the government remain at roughly 18 percent of the size of the 
economy. That’s the ratio of Federal receipts to GDP in the post- 
war period, roughly speaking. 

If so, the rise in Medicare spending and the simultaneous rise in 
Social Security and Medicaid outlays are currently on track to 
equal about 20 percent of GDP over this horizon. Constraining the 
Federal budget to the traditional level of Federal Government in- 
volvement in the economy would require severe tradeoffs within 
the budget to say the least. 

An alternative would be to decide to have a government that is 
larger than has been traditionally the case in the scope of the econ- 
omy. If that option was chosen, it would require higher taxes. 

As an illustration of the magnitudes involved, if one were today 
to raise the fraction of Medicare spending from 2.5 percent to 9.2 
percent — if that were to happen instantaneously instead of over 75 
years — it would require doubling the current payroll tax — the total 
payroll tax from its current level of about 15 percent. 

The cost implications of that are now clear. Another alternative 
would be to hope that the economy would grow faster and as a re- 
sult enlarge the economic pie from which all resources — the public 
sector, Medicare, Social Security, and others as well as the private 
sector — would draw. 

Within Medicare, as my testimony outlines, I think, there are no 
easy fixes. Among the potential policies we contemplated and dis- 
played in our budget options document are raising the normal re- 
tirement age from 65 up to 70, instead of just up to 67. Doing so 
eliminates 7/10 of 1 percent of the increase in Medicare as a frac- 
tion of GDP over the 75 year period, which is a small fraction of 
the overall rise that is projected in these simulations. 

Alternatively, one might double the premiums paid by bene- 
ficiaries, under Supplemental Medical Insurance [part B of Medi- 
care] from 25 percent to 50 percent — that is, double the required 
contribution. Even that large a policy change affects only 1 percent- 
age point of this overall growth. 

And so under current law, there are no easy fixes that the Con- 
gress may contemplate. Instead, as my colleague pointed out, a 
much harder set of choices confronts us. 

My closing remark would be that it may be the case that this Na- 
tion will choose to spend more of its increasing wealth on medical 
expenses and Medicare in particular. 

If so, it’s still useful to keep an eye on using those Federal dol- 
lars wisely to empower beneficiaries through the incentives and the 
availability of options to control their Federal dollars and use them 
wisely and get the highest quality per dollar of Federal expenditure 
in Medicare as we go forward. 

With those remarks, I’ll be happy to answer your questions. 

[The prepared statement of Dr. Holtz-Eakin appears in Submis- 
sions for the Record on page 69.] 
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Senator Bennett. Thank you very much. I think this economic 
analysis is very helpful and it’s chilling. But there are some as- 
sumptions built into it that I’d like to explore with you. 

The assumptions, Mr. Walker, if I could go back to your state- 
ment, are that this is Medicare in its present form. 

Mr. Walker. That’s correct. 

Senator Bennett. If we look at the role of prescription drugs for 
just a minute, prescriptions save health costs. That is, you take a 
pill now for something you used to go into the hospital to have an 
operation for. There is an efficiency that takes place. And Medi- 
care, as currently structured, does not recognize that efficiency — in- 
deed, it penalizes it because, as I say, it’s the 1960s program and 
therefore the benefits system that it reimburses was drawn up in 
the 1960s and has been perpetuated ever since. 

It’s kind of like the Endangered Species Act. Things are on it, 
but when things get better, nothing ever comes off. They just keep 
adding to the list, but they never take anything off when they solve 
a problem. 

And a careful look at Medicare would say there may be some 
things that are inappropriate to reimburse at 1960s levels because 
they can be solved with a different kind of treatment — again, spe- 
cifically, prescription drugs. 

There are plenty of examples of this. There are also examples of 
screening programs, which are not covered, which, if they were 
done would produce overall lower costs. The complaints get — back 
to my offhand comment to Mr. Stark — the complaints I get contin- 
ually are that Medicare drives us to bad medical practice. 

Things are being done in order to skew them in a way that will 
produce Medicare reimbursement which, if they were done in an 
unfettered atmosphere, where the best product or the best result 
was taken into consideration, would be done very differently. 

But they are not done that way because Medicare won’t reim- 
burse them if they are done that way. We are turning doctors into 
liars so that they can somehow deliver what the patient needs and 
still get some Medicare benefit for it. 

Now, Mr. Walker, it’s not necessarily in GAO’s purview, but 
since we’re talking about a clean sheet of paper here — at least I’m 
talking about a clean sheet of paper — is the GAO equipped to do 
any kind of study on this issue of how Medicare by the payment 
system that it’s structured is distorting the provision of health care 
and thereby, in fact, driving up costs? Or is that something that’s 
not really appropriate for a group of auditors? 

Mr. Walker. As you know, less than 15 percent of what GAO 
does has to do with financial management. Eight-five percent-plus 
has to do with program reviews, policy analyses, investigations, 
legal adjudications and other types of professional services. This is 
something that I think we could do possibly in conjunction with the 
national academies. 

We are forming partnerships quite frequently with a variety of 
organizations, including strengthening our partnership with the 
national academies. 

I do think there’s some truth to what you’re saying, not only with 
regard to Medicare, but frankly, with regard to the entire Federal 
budget. We tend to assume that the base is OK and all we’re doing 
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is just adding on to what we already have rather than fundamen- 
tally reviewing and re-examining what we should be doing. 

I think there is a need for that fundamental review and re-exam- 
ination and we’d be happy to try to help, but we’ll have to talk with 
you separately about the nature, timing, scope, et cetera. 

Senator Bennett. That’s one of the advantages of the Joint Eco- 
nomic Committee, as Alan Greenspan pointed out to me when I be- 
came Chairman, is that we have no legislative responsibilities. 
Therefore, we are released maybe from the kinds of constraints 
that do hit the Ways and Means Committee and the Finance Com- 
mittee, in that we can look — to use the vastly overused cliche — we 
can look outside the box. We can look at new things that maybe 
legislative committees don’t feel free to look at. 

And given the enormity of this challenge that has been presented 
both by your charts, Mr. Walker, and your charts, Dr. Holtz-Eakin, 
we’ve got to think differently than we have ever thought before. 
And we’ve got to look for new solutions in ways we’ve never looked 
at before. 

So I’d like to pursue that. I have a number of other questions. 
But in respect to my colleagues, we’ll now go through the estab- 
lished round. 

Mr. Stark, we’ll hear from you. 

Representative Stark. Thank you, Mr. Chairman. 

As I say, I’ve heard this testimony before. We’re basically facing 
here part of a “chicken little” scenario. We’ve got these two distin- 
guished experts representing the throes of Medicare, trying to gin 
up a crisis where basically, none exists, while we are looking here 
at protections that offer up predictions that are notoriously inac- 
curate and probably would not serve, certainly in any enterprise 
that I can think of. 

Now, for example, Mr. Walker, how many times has Medicare 
reached the 75-year actuarial solvency test? 

Mr. Walker. It never has to my knowledge. 

Representative Stark. That’s right. This year, not the best 
year, at least one of the two best years Medicare has had in terms 
of solvency since it’s inception. 

Mr. Walker. If you look solely at the amount of assets in the 
Trust Fund, then that’s a true statement. But I believe that is mis- 
leading. 

Representative Stark. I don’t believe it’s as misleading as what 
you’re doing. The chart that you had I thought was prepared by Ar- 
thur Anderson, who I thought was out of business. 

But the facts are Mitch Daniels suggested that when you move 
to 10 years, as he said, it’s led to a lot of nonproductive and coun- 
terproductive, to base Medicare solvency on the data, that prove 
flawed, but wildly misleading. 

And to the CBO’s record in projecting Medicare, Dr. Holtz-Eakin 
is equally miserable. If you look at CBO’s record, when you project 
Medicare 5 years into the future, it overestimated Medicare costs 
in every year since 1985. For example, in 1985, CBO projected that 
Medicare spending in 2000 would be fully one-third higher than it 
actually is. 

Now, part of the reason for the reduction is the Balanced Budget 
Act. But that’s the point. It is absolutely asinine to assume that the 
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Congress that follows on after we’re gone is going to allow Medi- 
care to go broke or default on any government securities, which 
ought to dispel this mania for cash accounting that Mr. Walker has 
to deal with. 

When we talk about forecasts, let’s talk about the President’s tax 
cut. The present value over 75 years is between $12 and $14 tril- 
lion as opposed to a $6 trillion deficit in the Medicare Trust Fund. 
The Social Security deficit is only $3.8 trillion, as opposed to these 
irresponsible tax cuts. 

So I think you have to get this thing into focus. As I say, if what 
you’re trying to do is scare the seniors in this country, that’s fine. 

If you’re trying to think rationally and reasonably about what we 
might do to improve Medicare, there are a host of things before us. 
We could, in fact, bring the benefits into the 21st century before 
it’s over. 

That, I would suggest, portends that we deal with prescription 
drugs. We probably ought to look at — although it would be very ex- 
pensive, but it’s probably a candidate for good social insurances as 
is Medicare — to look at long-term care. I don’t know if the States 
can sustain that much longer. 

We certainly — although we have judiciously stayed out of physi- 
cians’ practice except as a secondary or a tertiary effect of what 
price setting that we have done — we have directed physicians on 
how to practice. 

But as you look at the Dartmouth studies that show that in the 
Sunbelt, in Florida, Louisiana, and places like that, and in Cali- 
fornia, we are spending five or six times as much for the same pop- 
ulation and the same procedures that we spend in Minnesota or in 
North Dakota. 

It’s equally good medicine. You’d go a long way to say that the 
Mayo Clinic is any better or any worse than some hospital in Texas 
or Louisiana, yet they are doing things for far less. 

That happens to be practice habits. It has nothing to do with our 
payment structure. It is the way, I guess, people were trained to 
do medicine. 

But it would seem to me that it would be worth our looking into 
those types of things, because if we were paying for medical care 
across the country at the same rate that it costs in Minnesota, 
Medicare would be solvent for centuries. 

Now, it’s still controlled. And this is the only way you will do it — 
is to purchase more economically, or to begin to see if the medical 
profession would join with us in coming to some kind of going to 
the least expensive practice. 

Thank you, Mr. Chairman. 

Mr. Walker. Mr. Chairman, can I respond really quickly? Be- 
cause something was said that really disturbs me. 

Mr. Chairman, for the record, I was a Trustee of Social Security 
and Medicare from 1990 to 1995. I resent the fact that anybody 
would suggest that I’m here to destroy Medicare. I care very much 
about that program. 

Number one, Medicare will continue to exist. There’s no question 
about that. Even when the “Trust Fund” goes insolvent, there will 
still be revenues. That’s not a question. 
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So there’s no way that Medicare is going to go away. But I think 
we have to recognize reality. Are we going to play lemmings where 
we are going to wait until we hit the cliff and fall off the cliff? Or 
are we going to plan ahead? 

There is a $6.2 trillion discounted present value unfunded gap 
between what’s been promised right now and the current revenue 
stream. Congress may decide to fill it with taxes, to raise taxes. 

That’s your choice, but there’s a $6.2 trillion gap that increased 
20 percent last year and is likely to increase in future years. The 
Trustees have generally underestimated the cost growth, not over- 
estimated the cost growth. 

And, furthermore, Congress does not have a very good track 
record of dealing with this type of future problem. Most of the 
things that Congress is talking about doing now are going to make 
things worse, not better. 

We face a demographic tidal wave the likes of which this country 
has never seen. We have 10-year cash-flow budget projections that 
end in 10 years. But, you know what? The world is not going to 
end in 10 years. So I think it’s important, and I’m just trying to 
state some facts. There are differences of opinion within Congress, 
but ultimately Congress has to decide how to resolve it. 

But I can say for myself, there’s no way I’m talking about trying 
to destroy the Medicare system. I’ve got parents, children and 
grandchildren too. 

Senator Bennett. Thank you. 

Representative Stark. I would hope you would not be offended 
if I take your pooh-poohing of these charts and give them to the 
Democratic Ranking Member of the Senate Budget Committee, who 
has been using these charts throughout the entire budget debate 
in an attempt to trash the President’s program. 

I’m glad to have you say that they’re nonsense so that we can 
get Senator Conrad to stop using them. 

Senator Bennett. Mr. English. 

Representative English. Thank you, Chairman. I have a num- 
ber of substantive questions, but if I could, I’d like to apply a 
flame-thrower to any remaining straw men that have wandered 
into our vision on this. 

Dr. Holtz-Eakin, are you aware of any serious economist who ar- 
gues that Medicare is not in a long-term crisis? 

Dr. Holtz-Eakin. No. 

Representative English. Do you know of anyone, Mr. Walker, 
who has made that argument credibly? 

Mr. Walker. No, I don’t. I also don’t know of any economist that 
says that these bonds have economic substance. 

Representative English. Very good. Finally, and I think we 
can dispose of this quickly, Director Holtz-Eakin, is there any con- 
nection between the President’s tax cut and the solvency of Medi- 
care? 

Dr. Holtz-Eakin. In the end, as the chart was designed to illus- 
trate, there will be demands for different programs, and they will 
be financed in the way that the Congress chooses. 

Representative English. Mr. Walker, anything to add to that? 
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Mr. Walker. Not directly, but indirectly there’s no question you 
have to look at the revenue side and the spending side. I look at 
the gap. And obviously, that contributes to the gap. 

Representative English. The President’s tax cut 
contributes 

Mr. Walker. To the gap and the overall fiscal imbalance, not di- 
rectly to Medicare, but to the overall issue. 

Representative English. I understand your point, although I 
think what we’re doing a hearing on today is Medicare. 

Mr. Walker. That’s correct. 

Representative English. Getting more to the substantive side 
of this discussion, Dr. Holtz-Eakin, what is the long-term projection 
for Medicare as far as what percentage of the total medical expend- 
itures are ultimately going to be within Medicare within this econ- 
omy? 

As there are more people who are utilizing Medicare who make 
up more and more of the patient population as people live longer, 
how do you see that trend developing? Both gentlemen. 

Dr. Holtz-Eakin. At the moment, the number is a bit above 50 
percent. That is, 53 percent of total health spending by the elderly 
is paid for by Medicare. If you fixed the growth rate of Medicare 
costs at the rate of private-sector health costs — in the long run, 
they will end up running very close to each other, as they always 
have — then the share paid by Medicare (under current law) should 
remain about half of total health spending by the elderly. What’s 
left is a shift in people across the line from private-sector health 
into the Medicare program as they age. 

From another perspective — how much is Medicare spending as a 
share of the Nation’s total health spending — I don’t have the pre- 
cise number on that, but you can see that you’re going to move up- 
wards from today’s level of 17 percent. 

Representative English. Mr. Walker, would you care to com- 
ment? 

Mr. Walker. It’s likely to increase. I can’t give you a percentage. 
One reason it’s likely to increase is because of the demographic 
trends that Dr. Holtz-Eakin mentioned as well as trends in the pri- 
vate sector. 

The fact of the matter is, there’s been a significant backing away 
from providing retiree health insurance by employers. And, further- 
more, now many employers are backing away from as generous 
health plans even with regard to their active workers. 

Representative English. Would it be fair to say that there will 
be some point at which Medicare will represent the predominance 
of spending within the medical economy without policy changes? 

Dr. Holtz-Eakin. It seems a fair guess, yes. 

Representative English. How would you characterize the cur- 
rent structure of Medicare in terms of what sorts of procedures it 
favors and what impact it has on the introduction of new tech- 
nologies? 

Does it encourage the introduction of new technologies, which 
over time improve health care and ultimately, we would hope re- 
duce, as it has in other economies — reduce costs? Or does it tend 
to retard the introduction of new technologies? 
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Dr. Holtz-Eakin. I would say there’s no easy characterization of 
the broad array of different technologies and how Medicare either 
promotes or discourages their use. 

It is a fact that new technologies have been the prime source of 
rising health care costs in Medicare and elsewhere. It is also true 
that Medicare is on the whole not yet the dominant driver of new 
technologies, especially relative to the role of private-sector health 
care. 

Representative English. Would you like to comment, Mr. 
Walker? 

Mr. Walker. I have not seen any evidence to show that it pro- 
motes the development of new technologies. 

Representative English. What sort of impact does the current 
design of Medicare services have on the introductional enhance- 
ment of preventive care? 

Dr. Holtz-Eakin. We don’t really have a bottom line on that, al- 
though it’s actively under study. It’s a great research question that 
applies to preventive care as well as prescription drugs — whether 
they will, on balance, lower costs in total. 

Representative English. Thank you, Mr. Chairman. 

Representative Stark. Quick comment. Medicare right now is 
about 20 percent of total medical spending in the country according 
to something or other here — Medpath — if that’s helpful. 

Dr. Holtz-Eakin. So the record is clear, Medicare correctly ac- 
counts for about 17 percent of our Nation’s total health spending. 
I misunderstood the question. 

Senator Bennett. Ms. Maloney. 

Representative Maloney. Thank you, Mr. Chairman. I thank 
both of our panelists for your testimony and your public service. 

Dr. Holtz-Eakin, I’d like to follow up on my colleague, Mr. Eng- 
lish’s question. Isn’t there a connection between revenues and 
Medicare? And if we cut revenues, will we not cut our ability to 
deal with Medicare? 

And to get specific about the budgets that are before us, the 
President’s budget asks that the $1.35 trillion 2001 tax cut be 
made permanent. At the same time, there is a debate before Con- 
gress right now over an additional $700 billion tax cut over 10 
years. 

And over 75 years, these tax cuts could account for roughly 2.2 
percent of the GDP, enough to wipe out the entire health insurance 
fund shortfall, which would be roughly 1.1 percent of GDP over 75 
years. 

In light of demographics that we are facing with the Baby 
Boomers coming up, do you believe that it’s wise policy to make the 
2001 tax cut permanent and adding new tax cuts on top of that to 
those that have already been approved? 

Dr. Holtz-Eakin. It’s not my role as the CBO Director to make 
policy recommendations. 

The point I was trying to make, in which I think the math is 
fairly compelling, is that Medicare, Social Security, and Medicaid — 
if they continue to grow under current law — will become large de- 
mands on our economy as a whole. 

If the Congress chooses to finance that 9 percent of GDP that 
Medicare is projected to account for over the long term, such fi- 
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nancing will require higher taxes or enormous borrowing or both. 
The math on that is inescapable. 

Representative Maloney. Basically what you’re saying is that 
if we lower our revenues, that will definitely increase our long-term 
deficits. We’re now at $308 billion and galloping forward with defi- 
cits. Will that not impair our Medicare obligations? 

Dr. Holtz-Eakin. I think it’s well within the power of the Con- 
gress to choose to continue to finance each dollar of this projected 
Medicare spending if it chose to raise taxes or borrow more. I 
would argue that if such spending levels continued, a policy of bor- 
rowing the funds would not be sustainable. 

Representative Maloney. So it’s not sustainable if we continue 
on the current road we’re on, which is cutting revenues, running 
up deficits? 

Dr. Holtz-Eakin. In the absence of other policy changes, this 
gap will widen to the point where it cannot be financed by bor- 
rowing alone. 

Representative Maloney. You’ve also testified that economic 
growth is the biggest key for long-term health of the Medicare pro- 
gram. In your view, what are the best ways to achieve economic 
growth? 

Dr. Holtz-Eakin. Whether it’s the best hope or not, it does raise 
the chances that the economic pie will be larger and more capable 
of financing Medicare and all other demands on the economy. 

In the end, the degree to which public policies can improve long- 
term economic growth depends on whether they on balance pro- 
mote saving at the expense of current consumption. 

Economies grow over the long term by accumulating capital, 
labor and skills, and new technologies. Broadly speaking, that re- 
quires sacrificing the use of resources for present consumption in 
favor of saving for the future. 

Representative Maloney. To get back to the specifics, what are 
the current CBO’s long-term economic growth projections factoring 
in the tax cut? And has the 2001 tax cut affected CBO’s long-term 
economic projections? 

Dr. Holtz-Eakin. CBO’s most recent economic projections are 
the January baseline projections, which go out 10 years. In those 
projections, the broad, underlying long-term growth rate is deter- 
mined by the rate of growth of the labor force, which is a bit under 
1 percent, and the rate of growth of technology and production, 
which is on the order of 2 percent or so. 

So the long-term economic potential growth to the U.S. economy 
is on the order of 3 percent to 3.2 percent. 

Representative Maloney. Do you see the deficit projections 
harmful to Medicare’s stability? 

Dr. Holtz-Eakin. There’s no automatic link from the difference 
between receipts and outlays to Medicare’s stability. Any particular 
program within the outlay structure lies within the province of pol- 
icymakers to finance the total outlays in any way they choose. 

Representative Maloney. But we know that we have these 
deficits and we know that they are projected to grow. Is that going 
to impact on Medicare’s stability? 
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In other words, where can we find the revenues then for Medi- 
care if we continue to lower revenues and run up the deficit? 
Where is the money going to come from? 

Dr. Holtz-Eakin. That, in the end, will be a decision that the 
Congress makes. I point out as a matter of record that in CBO’s 
baseline projections and in its analysis of the President’s budget, 
the pattern of deficits is one in which they are not ever increasing. 

In fact, under the baseline projections, the unified budget bal- 
ance moves into surplus in about 2008. And under our analysis of 
the President’s budgetary proposals, the deficit peaks in fiscal year 
2004 and then declines thereafter and becomes smaller. 

Senator Bennett. Senator Reed. 

Senator Reed. Thank you very much, Mr. Chairman. You were 
talking about the 10-year projections you are doing. I understand 
you also do simulations that go out much further that underscore 
these models. 

Dr. Holtz-Eakin. Yes. 

Senator Reed. In the context of simulation, there’s basically two 
ways we can address this crisis: one, raise revenues; or two, you 
cut benefits. Is that conceptually fair? 

Raising revenues — we used to have a surplus, so we had up until 
recently the possibility of using surplus funds. That would be a per- 
missible way to provide some relief to Medicare. Is that true? 

Dr. Holtz-Eakin. If it were possible to carry those surpluses for- 
ward in a meaningful way. 

Senator Reed. If we have them, we keep them, and can carry 
them forward. So I guess that is possible. 

But now we’re really left with two options to raise revenues then: 
increase taxes or borrowing. Is that your estimate? 

Dr. Holtz-Eakin. The math end is overwhelming. If you’re going 
to spend money, you either raise taxes or borrow. 

Senator Reed. In your analysis, do you assume different levels 
of borrowing and taxation in your analysis which leads you to the 
question which I don’t want to hide: Have you done any sort of 
analysis at the rate of borrowing that begins to influence interest 
rates in the contrary? 

Dr. Holtz-Eakin. For this analysis, our projections come in two 
parts: one, our long-term projections for economic growth, which I 
described in my answer to the Congresswoman; and two, our pro- 
jections of Medicare spending. We have a combination of demo- 
graphic components as well as cost increases. Those are outlay 
streams that represent the burden of that program on the economy. 
How it is financed is not addressed. 

Senator Reed. Like most economies, there’s a certain circularity 
here. If we choose, for example, to finance this deficit with bor- 
rowing, I presume that has an impact on interest, which has an 
impact on economic growth, which goes back to your point. The 
best way to preserve or grow or save ourselves this problem is eco- 
nomic growth. 

Have you done any analysis with respect to that interaction? 

Dr. Holtz-Eakin. We have not specifically done an interaction 
that tries to debt-finance this sort of an outlay stream. I would 
argue that that alternative does not produce a pattern of public 
deficit that’s sustainable. 
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To do a simulation that raises the annual deficit to 9 percent of 
GDP is something CBO has not done. 

Senator Reed. Well, no, but the possibility exists from your cri- 
sis scenario that if we don’t raise taxes dramatically or we don’t 
curtail benefits dramatically, the final option is to borrow the 
money, which would have a significant impact on interest rates and 
economic growth. Is that fair? 

Dr. Holtz-Eakin. Yes. 

Senator Reed. I think the other question I want to raise is 
many people have proposed different sort of structural approaches 
to this problem: medical savings accounts, HMOs, Medicare HMOs, 
et cetera. Do you see those structural approaches as relieving us 
from this dark choice between raising revenue or cutting benefits? 

Dr. Holtz-Eakin. I see those approaches as variations on a 
theme in which you attempt to provide the incentive and the oppor- 
tunity for both providers and for beneficiaries to undertake cost 
controls that they see as in their interests. And even if they do not 
lower total spending — but they do give greater quality per dollar 
and make people happier with those Federal dollars — it may be the 
case that we continue to spend more as a Nation, as I mentioned 
in my opening remarks. 

But the degree to which those dollars are used wisely and satisfy 
the needs of the ultimate beneficiary, I think, is the question. 

And the degree to which alternative institutional arrangements 
allow that to happen is really, I think, the core question. 

Senator Reed. There are some that would suggest that the al- 
ternative institutional arrangements don’t provide higher quality, 
in fact, provide higher frustration levels for people who claim they 
need the service. 

They go to their insurer or their health-care provider and find 
that they can’t have it unless they go through 15 different appeals 
and 16 different — in fact, it adds sort of dead-weight cost to the 
whole system. 

Is that a reality that you’ve thought about? It would be nice if 
we could design a system that is absolutely efficient and everybody 
gets exactly what they need exactly when they need it. 

But some of these systems are designed in some respects perhaps 
simply to deny maybe legitimate costs because that provides bene- 
fits to the organization that’s controlling the process. 

Dr. Holtz-Eakin. In the narrow role of CBO’s job in the scoring 
of bills, we are focused entirely on costs. Your question is about 
what’s the value per cost. 

As an economist, I can tell you that the broad lesson, to be hon- 
est, is that the more choices individuals have to reveal what they 
value, the greater the opportunity for them to be satisfied with 
their experience. 

Senator Reed. My time has expired, but the reality that I see 
in health care, you don’t have that many choices. If your employer 
gives you Blue Cross that’s great. But if he doesn’t give you Blue 
Cross, then a lot of times your choices are next to nil. 

In the Medicare context at least people do have a guaranteed 
level of service. 

Thank you very much, gentlemen. And I’m sorry I didn’t get a 
chance — I also have to recognize my colleague friend, Sue Urban, 
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who went to the Kennedy school with me along with her husband. 
That’s why you all sound very bright. 

[Laughter.] 

Senator Bennett. Thank you very much. I think we’ve reached 
the point where we can thank you and dismiss you because the de- 
bate is shifting away from the economics and the economic impact 
of what’s happening to the internal kind of thing. 

While I’m sure you have a contribution to make here, I think our 
next panel is probably geared in that direction. So instead of hav- 
ing another round of questioning, we will thank you both and look 
forward to hearing from you both. 

This is obviously not something that’s going to go away. And the 
Congress is going to have to deal with it. 

So we’ll move to the second panel, where we hope to get further 
insights on how the Congress might address Medicare’s financial 
challenges as well as some of the service challenges. 

We’re privileged to have with us three outstanding witnesses: Dr. 
Gail Wilensky, Senior Fellow at Project HOPE; Director John P. 
Martin, Director for Employment, Labor, and Social Affairs at the 
OECD; and Dr. Marilyn Moon, who is the Senior Fellow — or a Sen- 
ior Fellow — at the Urban Institute. 

Dr. Wilensky, we will start with you. 

[Pause.] 

I should point out that Dr. Wilensky is a former administrator 
of the Medicare program. That’s why we’re starting with her. 

With that level of expertise you may not want to admit that cre- 
dential by the time the questioning is through. But we do appre- 
ciate your willingness to appear. 

OPENING STATEMENT OF GAIL R. WILENSKY, 

JOHN M. OLIN SENIOR FELLOW, 

CENTER FOR HEALTH AFFAIRS, PROJECT HOPE 

Ms. Wilensky. Thank you, Mr. Chairman, members of the Joint 
Economic Committee. I’m pleased to be here. 

As you’ve indicated, I’m a former HCFA Administrator, now 
called Centers for Medicare and Medicaid Services. I also chaired 
the Medicare Payment Advisory Commission from 1997 to 2001. 

I’m currently a Senior Fellow at Project HOPE and I also co- 
chair the President’s Task Force to Improve Health Care Delivery 
for our Nation’s veterans, which has proven to be an even greater 
challenge than reforming Medicare. I am, of course, here speaking 
as an individual, drawing on my experiences from HCFA. 

I’d like to spend a few minutes talking about the financial liabil- 
ity of Medicare — I know you’ve heard a great deal about that — talk 
briefly about adding the effects of adding a drug benefit, and then 
to talk also about how well Medicare has restrained spending com- 
pared to the private sector and also to other large purchasing 
groups. 

First, the financial challenges of Medicare are well documented 
and well known. The Medicare Social Security Trustees release a 
report about its solvency every year, as they did recently. It has in- 
dicated that things are not quite as good as they were last year 
with cash deficits in the Trust Fund, starting in 2013 rather than 
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2016, but even more importantly, continued rapid growth in Part 
B, the Supplementary Medical Insurance, which by the end of the 
decade is going to be almost 46 percent of total Medicare spending. 

We frequently give a lot of consideration to what is going on in 
the Trust Fund. But because three-quarters of the Part B funding 
comes out of general revenue, it is at least as important to keep 
our minds on what is going on with Part B or SMI. 

The effect of the economy on the Trust Fund is important. But 
basically, as we all know, the well-being of the Trust Fund is being 
driven by demographics. 

The 78 million Baby Boomers, who are going to start retiring at 
the end of this decade will put significant financial pressure not 
only on Medicare, but also on Social Security, the Social Security 
Trust Fund, and on many of the services provided to seniors. At 
the same time, there is a bust generation following the Baby 
Boomers, so that we have the double whammy of having more peo- 
ple who will be retiring with fewer people who will be in the labor 
force supporting them. 

Again, all of these facts are well known to you. 

There is considerable discussion now about a Medicare prescrip- 
tion drug enacted anytime significantly after 1965, it would un- 
doubtedly have included a drug benefit because that is a modern 
part of therapeutics. 

The real question is what kind of a benefit we should have and 
how much other reform should go on at the same time. And I say 
that because as important as I think the drug benefit is for Medi- 
care, it is not the only problem that Medicare faces. 

When we look at the various drug benefit proposals we see, for 
example, that they range considerably in terms of how they might 
cost from approximately as little — and we didn’t used to think of 
this as little numbers — as $190 billion over 10 years to possibly as 
much as $800 or $900 billion over 10 years. 

Obviously, with these kinds of differences, there are large dif- 
ferences in the kinds of benefits that are being proposed, who ad- 
ministers them and how that might affect seniors. 

I also think it’s important that we recognize that, if history is 
any guide, whatever we think the drug benefit will cost when we 
passed it, it will probably cost significantly more. This was cer- 
tainly our experience with the end-stage renal disease program. 

If we look at our experience with Medicare and Medicaid itself, 
if we look at what happened between the time that the Medicare 
catastrophic bill was passed and the time it was repealed, there 
was a significant increase in spending estimates associated with 
the bill even though the benefits were actually never implemented. 

We ought to at least pause to realize that as large as these num- 
bers seem now, before the benefits are enacted, the increase in 
spending probably will actually be significantly greater. But the ab- 
sence of a drug benefit is not Medicare’s only problem. 

And that’s why I have long advocated a drug benefit in the con- 
text of broader Medicare reform. And I continue to believe that is 
important. There are large cross subsidies in Medicare and a lot of 
inequities in spending. 
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Your State in particular is well-known because it is such a low 
spending State. Yet, the Medicare Part B premium is exactly the 
same for your beneficiaries as for your neighbors’ beneficiaries. 

Senator Bennett. We are penalized for the fact that we have a 
healthy population. 

Ms. Wilensky. And because your physicians have a conservative 
practice style. Both. Yes, absolutely. 

Senator Bennett. That’s another subject I’ll get into. 

Ms. Wilensky. There are also administrative complexities. I 
know that the House has recently — the committees of jurisdiction — 
have recently voted out a reform bill. This is as serious for many 
providers as the payment level issues. 

The point is that the Medicare drug benefit is not the only prob- 
lem with Medicare. And I would strongly urge Members who are 
considering a drug benefit to not only do that which adds money, 
but to look at the picture more broadly speaking. 

You are the Joint Economic Committee and I’m an economist al- 
though I don’t often wear that hat anymore. And so I’d like to close 
by talking a little bit about what we know about moderating spend- 
ing in Medicare as well as spending outside of Medicare. 

As you well know, Medicare is an administered pricing system, 
which means that reimbursement are not set by the market. They 
are set by the government. And it is a reimbursement system that 
primarily attempts to control spending by putting all the pressure 
on providers. 

The reason is that most seniors have insurance coverage that 
covers the 20 percent co-payment in Part B, which might otherwise 
influence their behavior. 

If you look at the comparison of Medicare to health spending in 
other areas, your assessment depends mostly on what period you 
look at and what you are comparing Medicare to — in general — not 
surprisingly, because Medicare is a big middle-class entitlement 
program. 

Medicare and other measures of health care spending don’t look 
that different over the long haul. This statement is least true if you 
compare Medicare to private insurance directly. But that’s probably 
the least relevant comparison. 

The first reason it is the least relevant comparison is that over 
the last 30 years, the share of spending that private insurance cov- 
ers in terms of hospital and physician spending, has increased dra- 
matically. 

So what is being bought with private insurance has changed at 
the same time spending has changed? 

If you actually look at a unit of private insurance coverage, the 
cost per unit has not changed very much. 

What’s more important though for this discussion is a compari- 
son with large public purchasing groups. Most discussions of re- 
form are not suggesting Medicare be converted just to private in- 
surance. Most reform discussions make use of large public pur- 
chasing groups like the Federal employees’ health-care plan or like 
CALPERS. 

When you look at those comparisons, Medicare has done more or 
less as well — slightly better than FEHB according to some num- 
bers, not quite as well as FEHB if you look at the after-negotiated 
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numbers, and definitely not as well as CALPERS, at least in the 
last 10 years. 

I don’t want to claim that the large groups are great savers rel- 
ative to Medicare, but I think if you look at the experience of Medi- 
care compared to the large public purchasing groups, you can’t 
make the claim on Medicare’s side either that Medicare is much 
better. 

To me, the conclusion is that if you want to look at administered 
pricing programs as a way of constraining spending, I think you 
can say Medicare has not done a bad job. But it has frequently 
done so, by huge shocks to the system. 

The biggest shock came from the 1997 Balanced Budget Act, 
where Medicare spending declined from a 10 or 12 percent growth 
per year in the mid-1990s to a small absolute negative increase 
to — 0.5 — a little negative a couple of years later. 

That’s a pretty big shock for the system. You’ve heard lots of 
complaints from the provider community about what BBA was 
doing to them. 

If you are willing to continue very tight controls like the sustain- 
able growth rate (SGR) in physician payment that ties overall phy- 
sician spending to the growth of the economy, if you have the polit- 
ical will to do that, if you don’t think that causes a real unfairness 
since it hits the conservatively practicing physicians the hardest, I 
think administered pricing systems can restrain spending about as 
well as any other physician. 

Personally, it makes a lot more sense to me to put pressure on 
beneficiaries as well as on providers rather than only on providers. 
Otherwise, it seems a little bit like depressing the gas pedal and 
slamming on the brake at the same time. 

So for me, reforms that try to change the behavior of both seniors 
and providers make more sense than those that only focus on pro- 
viders. A final note — the future beneficiaries are going to be quite 
different than the current beneficiaries, especially the women. 

Most of the women will have considerable times in the labor 
force. They will have a lot more experience with insurance plans. 
They may have more income. And they will be better educated. 

We’ll have to protect the existing seniors, but we shouldn’t make 
future decisions about Medicare based only on our existing senior 
population. 

Thank you very much. 

[The prepared statement of Gail R. Wilensky appears in Submis- 
sions for the Record on page 81.] 

OPENING STATEMENT OF JOHN P. MARTIN, DIRECTOR, 
EMPLOYMENT, LABOUR AND SOCIAL AFFAIRS, 
ORGANIZATION FOR ECONOMIC COOPERATION 
AND DEVELOPMENT 

Director Martin. Chairman Bennett, ladies and gentlemen, it’s 
a great pleasure for me in my capacity as OECD Director for Em- 
ployment, Labour, and Social Affairs to testify before you today on 
some of the findings from ongoing OECD research into how the dif- 
ferent member countries of the OECD are seeking to deal with the 
common problem of rising health-care costs. 
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I would hope that this ongoing research would provide some use- 
ful lessons for your deliberations as you wrestle with the task of 
how to insure Medicare’s long-term financial viability. I have at- 
tempted to summarize some of the lessons in my written testimony, 
which was submitted beforehand. I won’t repeat them now. 

I would like, however, to highlight a few crucial points that need 
to be considered when reviewing the lessons from other countries 
and attempting to decide how they might be applicable or not, as 
the case may be, to the United States situation. 

The first point I think it’s important to emphasize is that the 
U.S. health-care system is unique in the OECD area. This unique- 
ness, I would submit, is reflected in the following ways: 

The United States has no national health insurance program and 
does not provide universal coverage to its population. 

A second unique feature is that it spends the most on health 
care, whether in terms of GDP or per capita, but its population 
health status is about average. 

A third unique feature is it’s a very responsive system as viewed 
from abroad, adapting very quickly to shifts in consumer pref- 
erences, much more so than the health-care systems in many 
OECD countries. 

It fosters innovation in medical technology and seems to be able 
to disseminate this medical technology much more rapidly than is 
the case in other OECD countries. 

A final feature of uniqueness is it’s an extremely diverse sys- 
tem — highly decentralized and assigning a very large role to the 
private sector, which means that there are fewer policy levers at 
the Federal level to change health-care delivery directly than is the 
case in many OECD countries. 

Thus, the U.S. system is really unique among OECD countries 
in its heavy reliance on competition across health-care insurers and 
providers in order to meet health-policy goals. 

Now, I would submit that because of these unique features, it’s 
obvious that there’s no simple way to transfer lessons about what 
works and what doesn’t work in other countries’ health-care sys- 
tems to the United States as a whole. 

However, there may be lessons that are particularly relevant to 
Medicare, a program that has much in common, I would submit, 
with the publicly financed social-insurance-based health programs 
which are common in many OECD countries. 

A second point to bear in mind is the stark fact that all OECD 
countries are facing a common challenge of rising health-care costs, 
just as is the United States. Health-care spending is absorbing a 
growing share of GDP in all countries despite one to two decades 
of cost-containment efforts in many of them that resulted in tem- 
porary successes in a few countries, especially in the early 1990s. 

In addition, there is widespread agreement that these spending 
pressures on health care are likely to increase in the coming dec- 
ades. Recent OECD projections of health-care spending in many 
member countries and those reported by the CBO in its written 
testimony for this hearing concord in their conclusions. Health 
spending is likely to represent a growing share of GDP over the 
coming decades in the United States and in virtually all other 
OECD countries. 
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Demands for health care will increase with improvements in 
medical technology and also with population aging. This imme- 
diately raises a question: Should we be worried by this trend? 

The answer is not obvious. Spending more on health care as a 
society gets richer is not necessarily an inappropriate social choice. 
But we have to admit that it’s extremely hard to judge what is the 
appropriate level of health spending in democratic societies. 

There are clear risks of excess spending arising from the market 
failures which are associated with health care. And the government 
interventions in our societies that aim to remediate these market 
failures often result in other distortions elsewhere. 

At the same time we’re faced with much evidence across all 
OECD countries that it may be possible to obtain equivalent health 
outcomes for less spending and that there are obvious opportunities 
to improve health outcomes in many areas. 

It’s for this reason that there has been much emphasis recently 
in OECD countries on the need for health-sector reforms to pro- 
mote efficiency — but efficiency not coming at the expense of effec- 
tiveness or quality care. 

Now, while many reforms have been tried and some of them are 
described in my written testimony, I think it’s fair to conclude that 
the scope for potential improvement is still very large. 

But choices about further reform are hampered by the lack of 
comparable and up-to-date information about the impacts of the 
many reforms that have been enacted by OECD countries to date. 

The OECD, the organization to which I belong, with the active 
support of many of its member governments, including the United 
States, has recently launched a major research program to try to 
fill in some of these gaps in knowledge. And we will be submitting 
a major report to OECD ministers in about a year’s time seeking 
to draw some lessons from this work. 

I hope this report, when it appears, will be helpful to the work 
of this Committee. 

Thank you very much. 

[The prepared statement of John P. Martin appears in Submis- 
sions for the Record on page 93.] 

OPENING STATEMENT OF MARILYN MOON, SENIOR FELLOW, 
THE URBAN INSTITUTE 

Ms. Moon. Thank you, Mr. Chairman and Mr. Stark and other 
Members of the Committee. It’s a privilege to be here today to 
speak to you about this important issue. 

My understanding is the hearing is to look at the issue of the vi- 
ability of Medicare. And my overall conclusion is that Medicare is 
indeed a viable program. 

There are important challenges that face the Medicare program, 
but I wouldn’t characterize them as a crisis. I would rather charac- 
terize them as important challenges that we’re going to have to 
meet. 

We are not going to do away with an aging society by any waving 
of the hands. And the notion that there will be more people over 
the age of 65 in the United States is a fact of life. 

We are going to be living with that essentially forever. It’s not 
even the pig in the python. It’s the python in the python — that is, 
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once we go up to a higher share of older persons we will stay there 
over time. 

So there are going to be important adjustments that need to be 
made in the interim. This is not a short-term challenge by any 
means. 

I’ll try to make five points in my testimony today. And I’m going 
to go over several of them very quickly and concentrate on just a 
couple. 

First, as some of those testifying earlier have said, the challenges 
of health-care spending are essentially the same in Medicare as 
they are in the rest of the health-care system. It’s technology and 
improvements in health care that have largely driven higher 
spending. And in many ways, people are getting value for their dol- 
lars through these new activities. 

Medicare has been and should remain part of the mainstream. 
And that’s a challenge that needs to be kept in mind as well. 

Second, Medicare, while a challenge for the future, is not a crisis, 
I believe, for reasons of looking a little bit more broadly than some 
people do in terms of what the challenges are for the future on the 
economy. 

Part A is in pretty good shape and has been for the last 4 years, 
in part because of, as Gail Wilensky said, the Balanced Budget Act, 
but also because of the growth in the economy. And economic 
growth is a very important part of that. 

Moreover, Medicare Part A, for example, over the next 10 years 
will contribute $500 million more in revenues than in spending, 
something that people often forget when they talk about the future 
problems of this program. 

There is interest in combining Part A and B in terms of looking 
at the financial burdens. But I think that’s a valid thing to look 
at. People have sometimes looked at it in the context of worker-to- 
retiree ratios, or the share of GDP that goes to the program. And 
both of those look to important aspects of the issue. 

But it’s also the size of the pie that will matter over time. To say 
that the share of GDP that’s going to health care will undoubtedly 
grow as it will grow from health-care spending elsewhere in the 
economy, I think, is pretty much a given. 

Americans have indicated that they like health care. They want 
to spend more on health care. And that’s undoubtedly what’s going 
to happen. 

What does that mean in terms of Medicare? If you look at it in 
terms of Medicare as we often do and talk about burdens on work- 
ers for Medicare and look at the size of the pie, there is a chart 
in my testimony that essentially tries to make the point that the 
size of the pie is going to grow so much over time that actually 
there are going to be plenty of resources if we have the will to use 
them for that purpose. 

As figure 2 indicates, the per-worker GDP, even after you control 
for inflation, will rise by 54 percent, or thereabouts, over the next 
33 years. That growth is largely due to growth in expected produc- 
tivity, based on relatively modest assumptions by the Medicare 
trustees. 

If you then subtract the per-worker burden that Medicare will 
impose upon individuals from these resources and ask, will workers 
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continue to be better off after what we sometimes hear as an enor- 
mous burden for Medicare; the answer is that growth will decline. 
But it will decline from 54 percent to 51 percent. 

I believe that indicates that the resources are there. The question 
is: Is the will there to deal with those resources? 

Medicare will create an additional burden because we’ll have a 
doubling of the population and we’ll have nearly one in every four 
Americans covered by this program. 

Third, I believe it’s also important to use caution in assuming 
that beneficiaries can absorb fully the new burdens that will come 
along in the future. Even without changes in the program, a great- 
er share of income of people 65 and over and who are disabled will 
be devoted to their health-care needs because health care will grow 
faster than the incomes of this population. 

While they may be challenged to pay for part of the future costs, 
I think we have to be realistic in terms of raising that share too 
much. 

Fourth, I believe that private plans are not the magic bullet an- 
swer. I would not argue that the work that Cristina Boccuti and 
I have done, where we show that Medicare has grown at a slower 
rate on a per capita basis than private insurance, indicates that 
Medicare is vastly better, but rather, if Medicare were turned over 
to the private sector, we would not suddenly find the answer to the 
problems that face Medicare in the future. That is, both private in- 
surance and Medicare face the same problems of greater demands 
for health care over time. 

Those who think that the private sector is the answer and will 
take us out of having to deal with higher costs are implicitly rely- 
ing upon private plans to impose either very strict controls or raise 
premiums on beneficiaries over time. 

That approach would be a second-hand way of solving the prob- 
lem, but I think that people would be at your doorstep complaining 
just as surely as if we keep reliance on traditional Medicare pro- 
grams in place. 

Finally, because I believe there are important challenges facing 
Medicare, we should not shirk from thinking about changes in the 
basic Medicare program itself. Such changes should be a major con- 
sideration over time. 

We should not, as Gail Wilensky has said, rely only on price con- 
trols. Indeed, the Medicare program over time has changed consid- 
erably, relying on payment policies that are both prospective and 
go beyond per visit or per unit of service basis. 

We need to think more critically about areas to improve these 
payment systems, as well as ways, for example, to expand coordi- 
nation of care activities through the basic Medicare program, be- 
cause one way or the another, it’s going to be there. 

We haven’t seen the kinds of innovation that we had hoped for 
from the private sector in the area of coordinated care. Everyone 
needs to work on this problem: the private sector, the public sector. 
And together, I believe that it can be there for people like me, a 
Baby Boomer who is part of the problem. 

I hope we’ll also be able to continue to benefit from the many 
things that Medicare has given seniors of today into the future. 

Thank you. 
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[The prepared statement of Marilyn Moon appears in Submis- 
sions for the Record on page 104.] 

Senator Bennett. Thank you very much. May I say I agree, Dr. 
Moon, absolutely that many of the problems that I have with Medi- 
care also apply to what’s happening in the private sector. This is 
not the place, but at some point, we might have this discussion. 

I think the primary driver of problems in health care is the con- 
cept of a third-party payer, whether the third-party payer is a pri- 
vate insurance company that has been chosen by an employer or 
a Medicare system, where the provider is chosen by the govern- 
ment or endorsed by the government. 

In each case, you remove from the customer any economic power 
to influence the outcome. Mr. Stark would insist that I’m too stupid 
as a customer to participate in that. We can have that debate be- 
tween the two of us at some future time. But I think that is a 
major part of the escalating health-care costs in this country, both 
in the private sector and in the public sector. However, I find 
that — back to Mr. Stark’s comment about we’re the board of direc- 
tors — I get far more complaints from the customers of the system 
that are under Medicare than I do from those that are in the pri- 
vate sector. 

Indeed, when I turned 65, I was told by virtually everybody that 
knew anything about it: “Do not — do not — sign up for Medicare. 
Run for another term. Stay a Federal employee as long as you pos- 
sibly can. Emulate Strom Thurmond if you can. But stay away 
from Medicare as long as you possibly can.” 

My ego is such that I respond to that kind of recommendation 
and I will run for another term, not only to avoid Medicare, but to 
continue to enjoy my job. And I think we’re reaching the point 
where seniors need to do that and not look at automatic retirement 
at age 65. 

The Balanced Budget Act has produced the economic results that 
you have given us. It has produced most of the complaints I get. 
And that the complaints do not exclusively come from providers. 

There are a number of providers who simply say, “I will no 
longer see Medicare patients. That’s the way I deal with the price 
controls, the cost controls that are put on providers. I simply drop 
out and cease to be a provider.” 

Interestingly enough, that was part of the debate in my first 
campaign for the Senate in 1992. There were at that time people 
saying, “I will not see Medicare patients.” And Medicare patients 
were coming to me and saying: “If you get elected Senator, will you 
force the doctor to see them?” 

And then, the Balanced Budget Amendment came in — or Act — 
came in in 1997. Instead of going to increased — well, instead of 
solving the problem, it exacerbated it. It made it much worse. 

Now there are doctors who are saying to me, “Absolutely I will 
not see Medicare patients” or doctors who say to me, “I signed up 
to help people get better. I’m still going to do that,” which means, 
“I will continue to see Medicare patients even though I am doing 
so at a loss with every single patient who comes into my office.” 
And, “I have been forced out of my practice because my partners 
say having me as a partner in the overall group practice is hurting 
everybody. So I am personally, out of a sense of determination for 
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what I learned in medical school, subsidizing all of the Medicare 
patients that I see, that none of my former partners will see, by 
what I’m charging the other patients.” 

I don’t know that that’s just an anecdotal example that doesn’t 
hold up. But I think it’s one of the things we ought to address. 

But as I say, not all of the complaints I get are from providers. 
I get the kinds of complaints I indicated when I talked about my 
own situation from people who say, “Do I absolutely have to go to 
Medicare at 65? Can’t you fix it? You and the government who can 
fix everything — can’t you fix it so that I can keep what I’ve got 
now? I’m willing to pay for it. My financial situation is such that 
I can handle it. I do not want to go into Medicare because the re- 
strictions are so heavy that I want to stay exactly where I am.” 

So we’ve got ourselves in a situation where the customer satisfac- 
tion is going down and the costs are going up. And if the charts 
we saw earlier are correct, the costs are really going up. 

That’s why I’ve called this hearing. I think this is an area we 
need to address and think about. I’ll be happy to get any response 
that any of you have. Or if you think about it, write to us. Keep 
those cards and letters coming. This is not a hearing that will end 
and we go away. This is a problem that the Congress faces and 
that I think has a major, major impact on the economy long term. 

And if we are the Joint Economic Committee, we ought to pro- 
vide the Congress with as much expertise on these problems as we 
possibly can as far away from political bickering as we can get. 

Now, we can’t avoid that because we’re political animals. But 
let’s do the best we can. 

I appreciate this panel. Dr. Wilensky, let me respond to just a 
couple of issues you’ve raised. 

I agree that the traditional Medicare program in some ways is 
going to be with us for a long time yet. That’s where most of the 
seniors are. Whatever else we do, we need to make some changes 
so it operates in a more sensible way. 

It penalizes conservatively-practicing physicians, because in its 
interest on restraining spending on physicians, it either lowers or 
raises the physician payment rates in accordance to physician 
spending in the whole country. 

That hurts people who are conservatively practicing. Utah, 
among other places, is a conservatively-practicing State. That 
makes no sense. It doesn’t treat chronic diseases very well. 

So one of the things that we’re going to have to do is recognize 
that traditional Medicare is going to be around for probably about 
as far as the eye can see. We need to do things to improve how re- 
imbursement is paid to reward quality, to have measures for chron- 
ic disease. 

Having said that, I very much agree that particularly with the 
people who are going to be coming into this area, although I have 
confidence in a lot of the seniors I know as well, that they ought 
to have other choices in their Medicare program. 

That’s why I personally have believed in the Federal employees’ 
health-care plan as a good model. It allows a variety of health-care 
plans to be present, including some that would have a much small- 
er part of the third-party payer problem. 
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As an economist, I certainly don’t disagree that a lot of the dif- 
ficulties that we face in health care are related to the fact that 
somebody else is paying the bill. Health care does have some prob- 
lems that it’s going to always have, a significant portion of a third- 
party payer at least beyond some point. 

We basically excluded any possibility of having plans that have 
more economically sensible kinds of cost-sharing mechanisms asso- 
ciated with it. That doesn’t make any sense. 

Neither does it make sense to force somebody who is continuing 
to work — which I hope more and more seniors will do — than not to 
be able to continue with their private health-care plan. 

So I think we need to recognize the realities, at least as I see 
them, which is traditional Medicare is going to continue. Make that 
a more sensible program, but to move to a structure that allows for 
different kinds of plans and different kinds of cost-sharing as well. 

We will end up spending more on health care because we have 
a huge change in the demographics. I don’t think we sensibly can 
argue, especially because we are also a wealthy, and hopefully, in- 
creasingly wealthy society — the real question is how much more 
and how do we distribute that financing burden. 

Those are not small issues. They have huge ramifications on the 
growth in the economy as well as on equity and distributional 
issues, so there are many questions. But it will have a very large 
impact on the economic growth on this country as to the kinds of 
responses we make to those challenges. 

So I don’t think it’s particularly useful to say: Are we going to 
spend more on health care? The answer is: Of course. The answer 
is how much more and does that make sense. 

Senator Bennett. Dr. Moon. 

Dr. Moon. Thank you. A number of issues that you raised are 
important and interesting issues. When you look at all the data, 
Medicare beneficiaries report that they are happier with Medicare 
than do privately covered, insured individuals. 

It is an interesting conundrum, because a lot of people’s frustra- 
tions with Medicare is with the lack of what is covers in its benefit 
package. It is inadequate and has been for some time. 

For example, about 82 percent of all people in private insurance 
have better benefit packages than Medicare beneficiaries do, which 
is also why beneficiaries rely on supplemental insurance, which 
causes coverage to be very complicated for this group. Hopefully, 
Medicare could be improved by expanding basic coverage and elimi- 
nating some of the need for the supplemental insurance. 

The other issue that is important to stress is the lack of good in- 
formation for a consumer on what’s necessary care and the credi- 
bility of the people telling them that. 

Sometimes, people in managed care, when told they are not get- 
ting access to a particular test, immediately assume that it’s for fi- 
nancial reasons only. Sometimes they are correct, but other cases 
it may be that the test was unnecessary. 

If we are going to talk about empowering consumers, which we 
certainly are doing a lot of right now, we have to give them the real 
tools to empower them. That is, we have to have credible sources 
of information. 



30 


Actually, the European countries have a lot to teach us about 
providing information. They do a lot of work on assessing appro- 
priateness and spend time on that. That’s one area where I think 
Medicare can contribute as well, because providing that kind of in- 
formation represents a public good. 

Finally, I would mention that I believe that another important 
thing to talk about in terms of Medicare’s future is the issue of 
whether or not individuals will have choices. 

I think it’s fine to have private plans, but I don’t think we should 
force people not to have traditional Medicare if that’s what they 
want. 

Personally speaking, my husband works for the University of 
Maryland, so we have 14 plans to choose from. But the realities are 
that we have four physicians that we rely on substantially, none 
of whom are in any of the managed care plans. 

And the only one where we get any coverage at all is Care First 
of Maryland, in which I see my internist out of network. She 
charges me $75, a very reasonable amount, for 20 minutes in 
downtown Washington. She charges that $75 to me. I pay it. Care 
First says that’s worth $32.10 and pays 80 percent of that. Medi- 
care pays her $58 for the same visit. 

Medicare is the only insurance program she takes, because my 
physician is being squeezed much harder by private insurers in 
this area. It varies around the country. But it’s a problem that we 
don’t have a good solution to. 

I would also add that I think a lot of attention needs to be paid 
to finding ways to get physicians and consumers to work together 
in a concerted way to this as they are both in it together — and 
work together. And I think that means some major changes in pol- 
icy. 

Senator Bennett. Mr. Stark. 

Representative Stark. Mr. Chairman, thank you. We’ve had 
votes called on the House floor, so I’m afraid Ms. Maloney and 

I 

Senator Bennett. I apologize. 

Representative Stark. That’s all right. The bells just went off. 
But I just wanted to say quickly before I dash out the door that 
I’m particularly glad to see Gail here. She’s one of the few Repub- 
licans that I’ve worked with for more than 18 years on Medicare 
issues that I really truly believe does not want to destroy Medicare 
as an entitlement. 

We often disagree, but I don’t distrust her. Actually, you at least 
hold out the possibility that I do not want to. 

[Laughter.] 

Representative Stark. Mr. Chairman, as long as you raised the 
issue, I wanted to encourage the idea that you are at least five or 
ten times smarter than I am. 

But I do believe that what Ms. Wilensky was getting at, and that 
Dr. Moon just pointed out, is that for most of us, medical tech- 
nology and procedures are confusing. 

And when, Gail, you talk about providers and beneficiaries being 
involved, I don’t see how a woman — and I’ve had acquaintances 
who have dealt with breast cancer and the variety of protocols that 
are available for treating it — and, yes, you can go on the Internet. 
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But it does seem to me that when you are scared and sick and 
concerned, that making the kinds of rational decisions become even 
more difficult. And it isn’t out there. 

How do you decide? This is something — I’m one of the very few 
Medicare beneficiaries that goes through the problems of having to 
decide whether our family should be involved in the C-section or 
a vaginal delivery. 

[Laughter.] 

Representative Stark. But I’ll tell you that this makes a great 
difference in the cost of medical care, not so much to Medicare, but 
most beneficiaries are somewhat more prudent than I am in that 
regard. 

Nonetheless, women are faced all the time with the habits of 
what doctors do in a community. So one community does two or 
three times more C-sections than the other. The problems are the 
same. 

I don’t think it’s fair unless, Gail, you are talking about cost- 
sharing on beneficiaries to reduce or increase utilization. And I get 
a little more cautious when I go down that road, because we start- 
ed out years ago talking — you and I and Mr. Gradison — about out- 
comes research. And I think that’s where Mr. Martin would agree 
with us. 

And I think you would agree that we’re not doing enough — and 
the Federal Government is the only one who can do outcome re- 
search, because everybody else is saying, “I ain’t going to tell you.” 
Blue Cross won’t talk to anyone. They won’t talk to Kaiser because 
they all think they’ve got some kind of special treatment situation. 

So there are some areas where I think we could add to the body 
of knowledge and figure out how to pay physicians based on out- 
comes — not based on outcomes on a per case basis, but based on 
outcomes that procedures would warrant because of the historical 
value. 

So Uwe Reinhardt mentioned yesterday that we spent 2 per- 
cent — and we brag on that — for HCFA. But you spent like 300- 
some percent on research on outcomes. HCFA could do that and we 
could do a whole lot. 

If we want to get into competitive bidding, I have no quarrel with 
that. The places we tried it didn’t like it. The providers, they hated 
it. 

So it’s easy to say let’s have competitive bidding. But you find 
the hospitals or the doctors that are going to let us get away with 
that and I’ll be right there with you. 

So I appreciate your calling these hearings. And I want you to 
talk more to these witnesses. And I wish I could stay here and hear 
more of what Mr. Martin has to say. 

But I thank you again for having these hearings. And I think we 
should do more on it. 

Senator Bennett. That’s all right, sir. We will do our best. 
You’re in trouble now because you have only one man here who 
doesn’t need to worry about the clock. 

[Laughter.] 

Representative Stark. Will you run for re-election even if I’m 
chair in the next Congress? 
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Senator Bennett. You are making an assumption there, Mr. 
Stark. 

[Laughter.] 

Senator Bennett. I don’t know how much more productive time 
we can spend together, but let’s just take advantage of your being 
here to talk about this question of the third-party payer. Let me 
go farther than that. 

Clearly, a third-party payer is necessary in any situation where 
there is a clear financial emergency. I will give you a rough anal- 
ogy, which I recognize, like every analogy, is flawed, but which I 
hope will make the point. 

We talk about this as health insurance. And I think that is a dis- 
tortion of the word “insurance” and the concept of the word “insur- 
ance” because it is not insurance. It is a payment system that we 
call insurance. 

Here’s the analogy. I have a homeowner’s insurance policy. And 
it’s a wonderful policy. If my home burns down, it will replace ev- 
erything. It will replace the silverware in the drawers. It will re- 
place the linens in the closet. It will replace the pictures hanging 
on the walls, as well as the Steinway piano and the valuable 
things. 

As I examine the policy, however, no matter how carefully I look 
for it, I cannot find a clause in the policy that covers the cost of 
mowing the lawn or repainting the front door when the dog 
scratches it, or replacing the furnace filters when they get dirty. 

But our attitude toward health insurance — and I in this case put 
the word “insurance” in quotes — is that somehow everything re- 
lated to health must be reimbursed by the insurance company. 

Obviously, we have to have a third-party payer if I’m going to 
have a quadruple bypass. I can’t handle that. 

But just as I handle the replacement of the furnace filter in my 
house and the big expense when my wife says to me, “There are 
too many scars on the wall and we’ve got to repaint the place,” and 
that’s a $2,500-$3,000 hit to repaint the place, but my insurance 
won’t pay for that. It will only pay if I have a catastrophic event 
in the house. 

Now, we’ve gotten away from that concept of insurance in health 
care. We are not insuring against a catastrophe. We are using the 
insurance company as the channel through which we funnel pay- 
ments for everyday kinds of activities. 

And when that gets too expensive, then we use the government 
and other countries. So the government in the analogy reimburses 
me for mowing the lawn. 

And then they say, “Well, it’s costing us too much, so we’ll have 
a co-pay.” So I have to keep the records of what I pay, the teenage 
boy next door, and then file a form so the government can reim- 
burse for its share — the government, if it is Medicare, the private 
insurer if I’m not on Medicare, for its share of the cost of mowing 
the lawn. 

And that to me makes absolutely no sense. I have talked to in- 
surance companies and said, “What would happen if you had a 
$3,000 deductible, a true deductible?” — not the kind of deductible 
that we’ve built in to health insurance where you keep all your lit- 
tle chips, add then up, and then you go in and say, “Ahah, I’ve the 
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magic number and you pay everything over this.” A deductible like 
my car insurance deductible that says I’ve got $1,000 deductible 
and if I get into a $900 accident, I have to pay the full $900. And 
if a week later, my wife gets in a $900 accident, she has to pay the 
full $900. 

But somebody totals the car, the whole car is paid for, minus 
that $1,000. Insurance companies I talked to said if we had a 
$3,000 deductible, we could cut the cost of insurance almost to the 
level of your homeowner’s policy. 

In the emergency room, they said 90 percent of the people that 
walk into this hospital in the emergency room cost less than 
$3,000. Indeed, 80 percent cost less than $1,500. 

If for people who came in for an emergency that costs less than 
$1,500 and simply hand us a VISA card and check them off and 
sent them forward, we could fire half our staff involved in filling 
out all those forms. And then the checking, and then the looking 
for fraud, and the backwards and forwards, and was this really 
done, and so on and so forth. The customer knows what was done. 
The customer gives you his credit card. The customer leaves. 

And if there is a true medical emergency, if you are talking about 
we are going to have a C-section or we are going to — all of these 
other problems — OK, now you sit down and say, “Let’s get the med- 
ical advice we need.” 

But I break my finger, which I did. It’s practically a commodity 
to go in, set it, and look at it. Now, to be true, after I broke my 
finger, I then went to a friend of mine who is a hand specialist in 
Utah. And he looked at the way it was done at Bethesda Naval 
Hospital and says, “Let’s do it again.” And he changed it a little. 

But there was nothing wrong with the way it was done at Be- 
thesda. I just happened to have a friend who specialized in sports 
medicine and has repaired the fingers of people like Steve Young 
and other people who get their fingers broken. 

I understand that the $1,500 — if we made a $1,500 deductible — 
is a challenge. But I’m currently spending — my employer and I — 
in excess of $500 a month to pay for the present system. My em- 
ployer pays over $350 and I pay over $150. It’s $5-$600 every 
month. 

If I could take a portion of that and buy a catastrophic policy 
with a $1,500 deductible and put the rest of it in a medical savings 
account that did not get taxed, I would very quickly have $1,500 
available to cover any deductible that would come along. 

And I would have an incentive to take care of myself so that I 
wouldn’t have to spend that $1,500, because it would be available 
to me to spend on something else if I didn’t get sick. 

Now, react to that. Tell me what’s wrong with it. 

Ms. Wilensky. We’re in a country where people have gotten so 
used to having insurance that is prepayment as opposed to insur- 
ance that’s insurance. One of the difficulties you have trying to get 
people to think differently about health care. 

Senator Bennett. I understand that. 

Ms. Wilensky. I personally think that we should use insurance 
as insurance, that is, paying for a high cost, low probability event. 
People who want to prepay because they don’t want to deal with 
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issues of price need to put themselves in a system where somebody 
else is dealing with the cost of care. 

That was initially the idea behind HMOs and managed care. Of 
course, people then decided that they didn’t like it if somebody was 
restricting their use once they had gotten into managed care. 

We are in a very difficult position, because with employer-spon- 
sored insurance, many employees don’t think about the employers’ 
contribution as their money, although it is. So when they think 
about what it’s costing, it’s only the amount they see directly. 

So the question is: How can we proceed from here? 

It strikes me that since we are where we are, the best we can 
do is to make sure that both employers and seniors who want a 
system where insurance is being used as insurance with less in- 
volvement by others have that opportunity. Whenever you have 
third party payment covering expenses, the third party is rightly 
going to say, “We want to have some say in where you go, how you 
spend and what you spend. And we want records and we want to 
make sure you’re not ripping us off.” 

In order to at least try this as an option, as well as to make sure 
that there are other options available, both the under-65 employer 
level and for seniors, we have to find a way to treat major or cata- 
strophic expenses. I don’t want to diminish the importance of hav- 
ing individuals more involved in their own health-care decisions, 
because even small percentage changes in a $1.3 trillion sector can 
make a big difference. 

But health care is notorious for having concentrations of spend- 
ing — relatively small numbers of people, spending large shares of 
the health care money. 

What this does is push this issue that Mr. Stark raised: Are we 
getting better information now about what works when? 

Rewarding individual physicians is hard; it’s much easier if a 
physician is part of a plan — rewarding physicians who practice bet- 
ter, who do the things that count and don’t do the things that don’t 
count, reward them for being conservatively practicing physicians. 

Interesting studies have been coming out in 2003, both ranking 
States as best they can about the quality improvement using Medi- 
care data, and another one looking at what high-spending areas ac- 
tually buy. And it’s mostly discretionary spending that neither im- 
proves quality nor quantity of life. 

The question is what to do in Medicare, since we let local physi- 
cians make decisions about how they practice Medicare controls, 
prices, and physician reimbursement. But Medicare doesn’t inter- 
fere in how Medicare is practiced as long as it fits with broadly de- 
fined concepts of being medically apportioned. 

We know there are huge variations in spending across the coun- 
try and it’s not clear what the country is getting for this. So I’d 
agree with you, but I think we need to recognize that in health 
care we also have to think about what we’ve going to do for those 
relatively small numbers of people who spend huge amounts of 
money, much of which may not be particularly medically beneficial 
and to do so in ways that will make us all comfortable that these 
are good medical decisions. 
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They’re not financial credentialing, or economic credentialing as 
doctors like to call it, but that what is being done clinically makes 
sense. There’s a huge range out there. 

I’m not as confident as Marilyn that we can look to you to figure 
this out. I don’t think we know very much yet about what works 
when. We’ve been reasonably aggressive in the public health serv- 
ice in investing in that. But nothing compared to what we should 
be doing. 

Senator Bennett. Dr. Moon. 

Ms. Moon. I see three practical issues in talking about this for 
Medicare. In addition to the issue Gail raised about getting from 
here to there, which is hard to do, the first is the issue of risk. 

If you have two different plans in which people can choose one 
with a high deductible while the other is more comprehensive, 
you’re going to tend to have people flow into the more comprehen- 
sive program who are sicker. There’s a real problem of how to do 
that fairly in terms of payments to plans. 

Second is an issue that needs to be taken into account anywhere, 
but in particular in Medicare. The issue is income. What is a high 
deductible for me is very different than what’s a high deductible for 
an average 80 year old lady on the Medicare program. 

Senator Bennett. I’m not describing this as Medicare. 

Ms. Moon. The third issue relates to the chronically ill. That is, 
some people will ring the bell in spending by going in and having 
heart bypass surgery who have never had any symptoms, et cetera. 
Other people have to see the doctor once or twice, every couple of 
weeks, and do a lot of testing that can be very expensive to main- 
tain chronic conditions. 

In these examples, the first person would reach the deductible 
and get help. But after you have 30 or 40 physician visits a year 
and 60 very sophisticated tests you will also have spent a great 
deal, but never have met the deductible. 

I understand your goal. And I think it’s an admirable one. Speak- 
ing as a consumer, not to have to keep track of all those bills would 
be nice as well. But it also means that when there’s a high deduct- 
ible the way it works now — and I understand the distinction you 
were making — I have to keep track of everything. And then my in- 
surance plan has to go back and make sure that I’ve spent $1,000 
before I hit that deductible. 

So, insurance companies tend not to like it — the way it’s nor- 
mally characterized. The way you’re talking about it, I understand, 
would be different. 

But because of the chronically ill and the need to really look at 
cumulative expenditures, I’m not sure you could do it your way. 

Senator Bennett. Yes, sir. 

Mr. Martin. I think this is a very fascinating question that 
you’ve posed to us, Senator. There are a lot of issues. Let me just 
try to make a few points. 

First of all, I think it’s correct. It’s very clear that if you wanted 
to move to a system like the one you were describing, you need to 
worry a lot about the appropriate regulation of the insurance mar- 
kets that would accompany it, because you have a classic problem 
of cream-skimming. How are you going to develop appropriate risk- 
adjustment factors that will insure that you achieve adequate cov- 
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erage? This is a problem that you see in many OECD countries be- 
cause many of them are committed to achieving and maintaining 
universal coverage. 

Let me just give you an example from one country. Switzerland 
has mandatory private insurance combined with universal coverage 
of the population. It moved to mandatory private insurance in 
1994, but at the same time it combines this with very extensive 
regulation of the many private health insurance schemes which op- 
erate in Switzerland. 

It does so because it wants to maintain the goal of universal cov- 
erage. Therefore, it imposes various rules regarding community 
risk-pooling and risk-adjustment in order to insure that you can 
maintain that coverage. 

Now, the interesting thing that comes out of this is that there 
is some competition between the private insurance schemes in 
Switzerland. They do charge different premiums across the coun- 
try. 

And the interesting thing is that for the moment, there isn’t 
much response by the average Swiss consumer to these different 
premiums and these different incentives. There’s actually relatively 
little flows between schemes. 

You can interpret this fact in a number of different ways. One 
I think is very much to the point that Gail and Marilyn have been 
making and one that I would also emphasize. 

Consumers, that is, people like us, are not that well-informed 
about the advantages and disadvantages of different private insur- 
ance schemes. We have great attachment to the things that we 
know, especially where health care is concerned. 

We like our doctor. We like our local hospital. We are very fond 
of our long-standing private health insurance scheme. 

In order to change that you really do need to have as a Nation 
an effective system of information-gathering and dissemination on 
effective practices, that is, disseminated well to both providers and 
to the consumers. 

And that is a very difficult task. I would not agree with Marilyn 
that many European countries do it better than the United States 
actually. 

I think Gail is right. All OECD countries, in my view, do this 
very badly. They are not good at collecting and disseminating good 
information on best practices and the utilization of best practices 
and then creating incentives for individuals or companies to use 
that information appropriately in the market for purchasing 
health-care services. 

That’s a real challenge. It might be — and we’ve heard some inter- 
esting arguments — that maybe one can design new savings ac- 
counts, medical savings accounts, that would create sufficient in- 
centives for consumers and providers. But I think that requires a 
lot more information and a lot more experimentation to be abso- 
lutely certain. 

The potential gains are quite large. I agree with you on that, Mr. 
Chairman. And I think that that kind of experimentation is very 
worthwhile. 

And I submit in the context of a health care system like the 
United States, one which is so diverse and which is so open to 
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these kind of innovations, it would seem to me to be very worthy 
of experimentation. 

I know that other countries would be extremely interested in see- 
ing whether it’s possible to design new insurance and savings ac- 
counts here that really will encourage much more effective value- 
based health insurance actions on the part of providers and clients. 
That’s a real big challenge for us. 

Ms. Wilensky. Let me just speak a moment, if I may, to the 
risks election issue. It is certainly, in theory — or at least poten- 
tially, out there anytime you have a significant amount of choice 
among health-care plans. 

And the greater the difference in either coverage or benefits, the 
more you ought to think about it. 

It is a little encouraging that a recent study that Kent Dorba and 
others reported on, the FEHB program, showed very little actual 
risk segmentation going on in the FEHB program, although the 
FEHB program does not do any risk adjustment at all, which 
strikes me as asking for trouble. 

There are a variety of reasons he gives as to why he thinks that’s 
happened. I don’t argue that as a rationale for not doing risk ad- 
justment, for example, Medicare — I think we need to do risk ad- 
justment and we’re about to start using some risk adjustment. 

It’s also possible to use a partial capitation system, where most, 
but not all of the payment to the plan is fixed ahead of time, but 
a portion of the payment reflects actual use. 

That not only gives you a little cushion in case you don’t get the 
risk adjustment exactly right. But even if you did get the risk ad- 
justment right, you still have this problem — that if you have zero 
marginal revenue for a big user, the plan itself has some incentive 
to skip on services provided. 

So if at least part of the payment is directly related to the use — 
not too much, but part of the payment — there are some positive 
gains. I only say that to say these are problems that I think can 
be handled. And I think they can’t be handled perfectly. 

But we don’t need to handle them perfectly, just reasonably well. 

I also hope, with Director Martin, that the United States tries a 
little more seriously some of these options, because we are one of 
the few places you can imagine demonstrations of this sort going 
on. 

It’s very hard to imagine in these very centralized European 
countries that they would even be willing to contemplate such 
changes. 

Ms. Moon. I would just like to add that either I overstated or 
Director Martin didn’t understand what I was trying to say. 

I don’t believe that the European countries have solved all the 
problems of providing information. But I think a number of them 
have made a commitment to investing and gathering that informa- 
tion and making the first steps. 

Great Britain, Australia, Canada are all working very hard I 
know. And I assume some of the other countries are also trying to 
do head-to-head comparisons of drugs and techniques that are 
going to be useful in the future. And we’re not doing very much 
about that. 
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Senator Bennett. Thank you very much. This is outside the 
scope of the hearing, because most of this conversation has to do 
with pre-Medicare kinds of insurance and private coverage. But I 
couldn’t resist, having these three experts in front of me, to explore 
that. 

Let me thank you for your willingness to indulge me in this con- 
versation and for your participation in the hearing today. 

The hearing is adjourned. 

[Whereupon, at 12:45 p.m., the hearing was adjourned.] 



Submissions for the Record 


Prepared Statement of Senator Robert F. Bennett, Chairman, 

Joint Economic Committee 

Good morning and welcome to today’s hearing on the challenges facing Medicare. 

Medicare is the best Blue Cross/Blue Shield fee-for-service indemnity plan of the 
1960s — frozen in time. Before we get carried away with rhetoric about what we have 
to protect and not protect about Medicare, let’s understand that simple truth. We 
don’t practice medicine the way we did in the 1960s; we shouldn’t deliver and fi- 
nance medicine the same way either. 

Congress must face the fact that Medicare is 40 years old, whereas the practice 
of medicine is changing so constantly that we could say it is only 40 months old. 
Applying another Band-Aid to Medicare would be malpractice when radical surgery 
is wbat’s needed. 

Exhibit 1 in the case for radical reform is Medicare’s growing financial crisis. 
Promised benefits now exceed Medicare’s financial resources by more than $13 tril- 
lion. In other words, Medicare’s unfunded liabilities are more than three-and-half 
times as large as our Nation’s public debt. This imbalance will only worsen if Con- 
gress adds a prescription drug benefit to Medicare. 

We have a big problem — one that gets worse every day. To bring Medicare into 
long-term fiscal balance today would require either an 83 percent increase in the 
Medicare payroll tax or a 42 percent reduction in Medicare spending. If we wait, 
these changes would have to be even larger. Enormous burdens on Medicare bene- 
ficiaries and on taxpayers thus appear almost inevitable. 

We need better solutions. We need creative ideas about how to deliver quality care 
to a growing population while keeping costs under control. We need, in short, to 
start over with a clean sheet of paper. We need to ask ourselves — “Given everything 
we know today, what’s the best way to structure Medicare and, indeed, our entire 
health care system?” 

Any successful reform must begin with respect for the power of the market. Con- 
sumer choice, consumer responsibility, and market competition have long driven the 
success of the U.S. economy. The same forces should be harnessed to deliver health 
care. 

Properly structured, market-oriented reforms can deliver quality health care effi- 
ciently and fairly. Market forces will increase beneficiary choice, slow the growth of 
beneficiary and taxpayer spending, and provide strong incentives for health plans, 
both public and private, to provide the highest quality health care. 

Congress should take care to safeguard vulnerable beneficiaries from any unin- 
tended consequences of market forces. However, it would be foolhardy to walk away 
from all the benefits of market forces for fear of these unintended consequences. 

We have a problem and it’s not going to go away. Indeed, it seems likely to get 
worse, given the strong desire to add a prescription drug benefit. I share that de- 
sire — prescription drugs are essential to the health of our retirees. But as we design 
that new benefit, we should keep in mind that — as noted in a new Committee report 
released this morning — more than three-quarters of Medicare beneficiaries already 
have some sort of drug coverage. Any move to add a drug benefit must carefully 
balance the needs of the beneficiaries with their current sources of coverage and the 
financial burden on taxpayers. 

We certainly do need a prescription drug benefit — prescription drugs do things 
now that were unimaginable in the 1960s. But we shouldn’t paste that benefit onto 
a broken system. We shouldn’t create a new set of forms and eligibilities that tor- 
ment patients, frustrate doctors, and reward those skilled in the black art of Medi- 
care payment formulas. Let us as a Congress face the fact that we need to start 
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from a clean sheet of paper, all over again, with all of the money we are putting 
into it, and say “Let’s create a whole new system.” 


Prepared Statement of Representative Pete Stark, 

Ranking Minority Member 

Thank you Chairman Bennett for holding this hearing. I would like to welcome 
our witnesses and thank them for testifying here today about Medicare’s finances. 

The title of this hearing, “Medicare’s Viability and Financial Situation,” is in- 
tended by the Republicans to be a leading suggestion that Medicare isn’t viable and 
is in a horrible financial situation. Thankfully, the facts point out a much different 
picture. This is more about the ideology of Republicans than the reality of Medi- 
care’s current standing. 

Medicare’s solvency is at the second highest point in the program’s history. Right 
now, Medicare is solvent until 2026. In 1997, before we passed the Balanced Budget 
Act, the program was to become insolvent in 2001 — just 4 years into the future! Yet, 
Medicare is still here. I just say this to point out that the Republican attack on 
Medicare’s viability is a scare tactic to enable them to achieve their real goal: dis- 
mantling Medicare as entitlement program that provides guaranteed benefits at 
guaranteed prices. 

Medicare is better than private plans at controlling costs. A recent analysis by 
Urban Institute Economist and former Medicare Trustee Marilyn Moon, who will be 
a witness at our hearing today, highlights that Medicare has consistently done a 
better job at controlling health care cost growth than the private sector has. I’ll 
leave it for her to discuss that analysis in greater detail. 

The major problem facing Medicare’s future is whether we in Congress are willing 
to make the changes necessary to assure its viability for the future. The most impor- 
tant change we can make in that regard is to add a Medicare drug benefit. Of course 
adding a drug benefit will require increased spending. The President and Repub- 
licans don’t seem to question increased spending when it comes to tax cuts for the 
wealthy. But when it comes to a Medicare drug benefit, the response is always “it 
is too costly to do a real drug benefit.” I don’t think that is the case. 

Republicans also argue that a Medicare drug benefit can’t be added to the pro- 
gram unless substantial “reform” is attached. My question is what do they mean by 
reform? Do they mean something like the President’s outline of a plan that would 
force seniors to enroll in private managed care plans in order to receive decent pre- 
scription drug coverage, while those in traditional Medicare would receive minimal 
drug coverage. The Faustian bargain presented to seniors is to receive the drugs 
they need in exchange for giving up comprehensive health coverage with their 
choice of doctors. That’s not a fair choice at all — and not one any of us in Congress 
are forced to make. Seniors shouldn’t be forced to either. 

Government Accounting Office estimates show that foregoing additional tax cuts 
beyond current law would provide an additional 25-year window for Medicare sol- 
vency while we consider how to slow health care costs. At a minimum, this should 
be done. 

Dr. Holtz-Eakin has referred to the Medicare Trust Funds as merely “bookkeeping 
devices” used by the Treasury. I would submit to you that a “trust” fund is much 
more than that. A Trust Fund is a promise — Medicare is a promise to 40 million 
elderly and disabled Americans that they will receive quality health care. Medicare 
will be there for people who need it, so long as politicians here in Washington keep 
that promise. 

I look forward to the testimony of our witnesses. 


Prepared Statement of Senator Edward M. Kennedy 

I commend The Chairman for calling today’s hearing on the 2003 Medicare Trust- 
ees Report, the long-term viability of Medicare, proposals for a prescription drug 
benefit, and other reforms. But the title of the hearing is misleading — “Medicare’s 
Financial Crisis.” It’s easy to use that phrase to try to privatize Medicare and force 
seniors into HMOs. But the reality is that Medicare is far from failing. 

In fact, in recent years, its solvency has improved dramatically. The 2003 Medi- 
care Trustees Report says that the Trust Fund will be solvent through 2026, almost 
a quarter century from now. That’s a slight drop from last year’s projection, but it 
is still much better than a few years ago, when the Trust Fund was expected to 
become insolvent in 4 years. In fact, the 23 years of solvency in this year’s report 
are among the longest in the Trust Fund’s history. 
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All of us want to improve Medicare, and there are many areas where we should 
be working together. Most important, Medicare should have a prescription drug ben- 
efit. We should also be working to improve the quality of care under Medicare and 
for others too. Often, there are unacceptably wide gaps between the best practices 
and the care that patients actually receive. Improving care for patients with chronic 
illnesses such as diabetes and congestive heart failure will mean large improve- 
ments in health care and large savings for Medicare too. 

We need to improve the use of information technology in Medicare and the health 
system as a whole to reduce costs and improve quality. WE need adequate payments 
to hospitals, physicians, and other providers, so that they can provide high quality 
care under Medicare and for all other Americans. 

Many of these changes will produce savings in the long-term, but require signifi- 
cant investment in the short-term. Health care for seniors is obviously more impor- 
tant than large new tax breaks for the wealthy. These important health improve- 
ments should be a top priority. But that’s far from saying there’s a Medicare crisis, 
and no justification for the extreme changes that would reduce benefits or force sen- 
ior citizens into HMOs. 

I am particularly pleased that Marilyn Moon is here today. Dr. Moon wrote an 
important recent article on Medicare called “Solvency or Affordability? Ways to 
Measure Medicare’s Financial Health.” We all know that as the Baby Boom genera- 
tion retires, the ratio of active workers to retirees will fall. Today, there are 3.9 
workers for each retiree, but by 2035, the number is expected to fall to 2.2. Oppo- 
nents of Medicare often use this fact to support their claim that major changes are 
needed in Medicare now. 

Dr. Moon points out that the declining ration of active to retired workers is only 
half the story. The other half — the more important half — is the impact that sup- 
porting Medicare will have on active workers’ living standards. Dr. Moon’s article 
finds that even using the conservative assumptions in the Medicare trustees’ report, 
workers’ real incomes in 2035 will be 57 percent higher than they are today. After 
the cost of supporting Medicare is taken into account, their incomes will still be 54 
percent higher than they are today. Far from being unsustainable, Medicare will ac- 
tually be easier to support for tomorrow’s workers than today’s workers. So there 
are problems like prescription drugs that have to be solved. But let’s not cry “wolf’ 
about a crisis in Medicare — it’s not even a mini-crisis. It’s not a crisis at all, and 
it’s certainly not a justification to privatize Medicare and push senior citizens into 
HMOs. 

I thank all of the witnesses for appearing today and look forward to hearing their 
testimony. 
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Mr. Chairman and Members of the Committee: 

I am pleased to be here today as you examine Medicare's financial health 
and consider the budgetary and economic challenges presented by an 
aging society. I have been particularly attentive to the sustainability 
challenges faced by the nation’s two largest entitlement programs — 
Medicare and Social Security— for more than a decade since I served as a 
public trustee for these programs in the early 1990s. The recent 
publication of the 2003 Trustees’ annual report reminds us, once again, 
that the status quo is not an option for Medicare. If the program stays on 
its present course, in 10 years Hospital Insurance (HI) Trust Fund outlays 
will begin to exceed tax receipts, and by 2026 the HI trust fund will be 
exhausted. It is important to note that trust fund insolvency does not mean 
the program will cease to exist; program tax revenues will continue to 
cover a portion of projected expenditures. 1 However, Medicare is only part 
of the broader health care financing problem that confronts both public 
programs and private payers. The unrelenting growth in health care 
spending is producing a health care sector that continues to claim an 
increasing share of our gross domestic product (GDP). 

Despite the grim outlook for Medicare’s financial future, fiscal discipline 
imposed on Medicare through the Balanced Budget Act of 1997 (BBA) 
continues to be challenged, and interest in modernizing the program’s 
benefit package to include prescription drug coverage and catastrophic 
protection continues to grow. Such unabated pressures highlight the 
urgency for meaningful reform. As we deliberate on the situation, we must 
be mindful of several key points: 

The traditional measure of HI Trust Fund solvency is a misleading gauge of 
Medicare’s financial health. Long before the HI Trust Fund is projected to 
be insolvent, pressures on the rest of the federal budget will grow as Hi’s 
projected cash inflows turn negative and grow as the years pass. 

Moreover, a focus on the financial status of HI ignores the increasing 
burden Supplemental Medical Insurance (SMI) — Medicare part B — will 
place on taxpayers and beneficiaries. 


‘Under the Trustees 2003 intermediate assumptions, revenues from the HI payroll tax and 
taxation of certain Social Security benefits are initially projected to cover about three- 
fourths of projected expenditures once the trust fund is exhausted. This ratio, however, is 
projected to decline rapidly. 
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GAO’s most recent long-term budget simulations continue to show that 
demographic trends and rising health care spending will drive escalating 
federal deficits and debt, absent meaningful entitlement reforms or other 
significant tax or spending actions. To obtain budget balance, massive 
spending cuts, tax increases, or some combination of the two would be 
necessary. Neither slowing the growth of discretionary spending nor 
allowing the tax reductions to sunset will eliminate the imbalance. In 
addition, while additional economic growth will help ease our burden, the 
potential fiscal gap is too great to grow our way out of the problem. 

Since the cost of a drug benefit would boost spending projections even 
further, adding drug coverage when Medicare’s financial future is already 
bleak will require difficult policy choices that will mean trade-offs for both 
beneficiaries and providers. Just as physicians take the Hippocratic oath 
to “do no harm,” policymakers should avoid adopting reforms that will 
worsen Medicare’s long-term financial health. 

Our experience with Medicare — both the traditional program and its 
private health plan alternative — provides valuable lessons that can guide 
consideration of reforms. For example, we know that proposals to enroll 
beneficiaries in private health plans must be designed to encourage 
beneficiaries to join efficient plans and ensure that Medicare shares in any 
efficiency gains. We also recognize that improvements to traditional 
Medicare are essential, as this program will likely remain significant for 
some time to come. 

Ultimately, we will need to look at broader health care reforms, as 
spending growth problems are not exclusive to Medicare. For both public 
and private payers, containing growth in health expenditures will be an 
abiding 21st century challenge. In today’s health care sector, there are few 
incentives for providers and consumers to be prudent in their ordering and 
use of health care services, too little transparency with regard to the value 
and costs of care, and inadequate accountability to ensure that health care 
plans and providers meet standards for appropriate use and quality. 

These problems cannot be solved overnight. It will require committed, 
long-term resolve and sustained attention to help policymakers and the 
public understand the need to move beyond the status quo. The magnitude 
of the challenge suggests that reforms will need to be phased in over time 
to minimize any temporary disruptions that may result. However, 
incremental reforms should build upon each other and continue to bring 
us closer to our desired goals. This argues for having a systematic process 
for setting common goals and assessing the potential for any proposed 
reforms to meet these goals. At GAO, we are developing a framework — 
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that is, a comprehensive set of criteria — for consideration by the Congress, 
to help policymakers evaluate proposed health care reforms. 

Now I would like to discuss overall trends in health care spending, the 
financial challenges Medicare faces, and considerations for health care 
reform efforts. 


Trends in Health Care 
Spending Systemwide 
Pose Significant 
Challenges for 21st 
Century 


To best understand Medicare’s fiscal plight, we should also understand the 
broader health care context in which it operates. Total health care 
spending from all sources — public and private — continues to increase at a 
breathtaking pace. From 1990 through 2000, spending nearly doubled from 
about $696 billion to about $1.3 trillion (see fig. 1). From 2000 through 
2010, the rate of spending growth is expected to accelerate somewhat, 
resulting in an estimated $2.7 trillion in total annual health care spending 
by the end of the period. Increases in medical prices account for a little 
more than half of the 20-year spending increase, while increases in the use 
of services — owing to population growth and rise in the number of 
services used per person — and more expensive services account for the 
rest 


Figure 1: Total National Health Care Spending, 1990-2010 

Dollars In billions 
3000 



Source: Camera lor Medicare & Medicaid Services (CMS), Office of the Actuary, 
National Health Statistics Group. 

Note: The figure for 2010 is projected. All dollars are nominal. 
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The rapid growth in health care spending means that an increasing share 
of the nation’s output, as measured by GDP, will be devoted to the 
production of health care services and goods. In 1970, spending on health 
care represented about 7 percent of GDP (see fig. 2). By 2010, health care 
spending’s share of GDP is expected to rise to about 17 percent. 


Figure 2: Total National Health Care Spending as a Percentage of GDP, 1970-2010 


National health expenditures as a percentage ot GDP 

ia 



Sources: CMS. Offico ot the Actuary. National Health Statistics Group and 
US Department ot Commerce. Bureau of Economic Analysis. 

Note: The figure for 201 0 is projected. 


At the same time that health care spending has increased, consumers have 
become more insulated from these costs. In 1962, nearly half — 46 
percent — of health care spending was financed by individuals out of their 
own pockets (see fig. 3). The remaining 54 percent was financed by a 
combination of private health insurance and public programs. By 2002, the 
amount of health care spending financed by individuals out of their own 
pockets was estimated to have dropped to 14 percent. 
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Figure 3: Sources of Health Care Financing, 1962-2002 


1962 1982 2002 



fllllilll Other private 


Source: CMS, Office of the Actuary. National Health Statistics Group. 

Note: The figure for 2002 is estimated. 

Tax considerations encourage employers to offer health insurance to their 
employees, as the value of the premium is excluded from the calculation 
of employees’ taxable earnings. Moreover, the value of the insurance 
coverage does not figure into the calculation of payroll taxes. These tax 
exclusions represent a significant source of foregone federal revenue, 
currently amounting to about 1 percent of GDP. 


Outlook Worsening 
for Medicare’s Long- 
Term Sustainability 


Today the Medicare program faces a long-range and fundamental financing 
problem driven by known demographic trends and projected escalation of 
health care spending beyond general inflation. The lack of an immediate 
crisis in Medicare financing affects the nature of the challenge, but it does 
not eliminate the need for change. Within the next 10 years, the first baby 
boomers will begin to retire, putting increasing pressure on the federal 
budget. From the perspectives of the program, the federal budget, and the 
economy, Medicare in its present form is not sustainable. Acting sooner 
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lather than later would allow changes to be phased in so that the 
individuals who are most likely to be affected, namely younger and future 
workers, will have time to adjust their retirement planning while helping 
to avoid related “expectation gaps.” Since there is considerable confusion 
about Medicare’s current financing arrangements, I would like to begin by 
describing the nature, timing, and extent of the financing problem. 


Demographic Trends And 
Expected Rise in Health 
Care Costs Drive 
Medicare’s Long-Term 
Financing Problem 


As you know. Medicare consists of two parts— HI and SMI. HI, which pays 
for inpatient hospital stays, skilled nursing care, hospice, and certain home 
health services, is financed by a payroll tax. lake Social Security, HI has 
always been largely a pay-as-you-go system. SMI, which pays for physician 
and outpatient hospital services, diagnostic tests, and certain other 
medical services, is financed by a combination of general revenues and 
beneficiary premiums. Beneficiary premiums pay for about one-fourth of 
SMI benefits, with the remainder financed by general revenues. These 
complex financing arrangements mean that current workers’ taxes 
primarily pay for current retirees’ benefits except for those financed by 
SMI premiums* 


As a result, the relative numbers of workers and beneficiaries have a major 
impact on Medicare’s financing. The ratio, however, is changing. In the 
future, relatively fewer workers will be available to shoulder Medicare’s 
financial burden. In 2002 there were 4.9 working-age persons (18 to 64 
years) per elderly person, but by 2030, this ratio is projected to decline to 
2.8. For the HI portion of Medicare, in 2002 there were nearly 4 covered 
workers per HI beneficiary. Under the Trustees’ intermediate 2003 
estimates, the Medicare Trustees project that by 2030 there will be only 2.4 
covered workers per HI beneficiary. (See fig. 4.) 


2 Another small source of lUnding derives from the tax treatment of Social Security benefits. 
Under certain circumstances, up to 85 percent of an individual’s or couple’s Social Security 
benefits are subject to income taxes. Under present law, the Old-Age and Survivors 
Insurance (OASI) and Disability Insurance (DO Trust Funds are credited with the income 
taxes attributable to the taxation of the first 50 percent of OASDI benefit payments. The 
remainder of the income taxes attributable to the taxation of up to 85 percent of OASDI 
benefit, payments is credited to the HI Trust Fund. Any other income taxes paid by retirees 
would also help finance the general revenue contribution to SMI. 
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Figure 4: Ratio of Hl-Covered Workers to Beneficiaries 


Workers per HI beneficiary 



Source: CMS, Office of the Actuary 

Note: Projections based on the intermediate assumptions of The 2003 Annual Report of (he Boards of 
Trustees of the Federal Hospital Insurance and Federal Supplementary Medical Insurance Trust 
Funds, 

The demographic challenge facing the system has several causes. People 
are retiring early and living longer. As the baby boom generation ages, the 
share of the population age 65 and over will escalate rapidly. A falling 
fertility rate is the other principal factor underlying the growth in the 
elderly’s share of the population. In the 1960s, the fertility rate was an 
average of 3 children per woman. Today it is a little over 2, and by 2030 it 
is expected to fall to 1.95 — a rate that is below replacement. The 
combination of the aging of the baby boom generation, increased 
longevity, and a lower fertility rate will drive the elderly as a share of total 
population from today’s 12 percent to almost 20 percent in 2030. 

Taken together, these trends threaten both the financial solvency and 
sustainability of this important program. Labor force growth will continue 
to decline and by 2025 is expected to be less than a third of what it is 
today. (See fig. 5.) Relatively fewer workers will be available to produce 
the goods and services that all will consume. Without a major increase in 
productivity, low labor force growth will lead to slower growth in the 
economy and slower growth of federal revenues. This in turn will only 
accentuate the overall pressure on the federal budget. This slowing labor 
force growth is not always recognized as part of the Medicare debate, but 
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it is expected to affect the ability of the federal budget and the economy to 
sustain Medicare's projected spending in the coming years. 


Figure 5: Labor Force Growth 

Percentage change (5-yr moving average) 



Source: Social Security Administration. Office oi the Chief Actuary, and GAO. 

Note. GAO analysis based on the intermediate assumptions of The 2003 Annual Report of the Board 
of Trustees of the Federal Old-Age and Sun/ivors Insurance and the Federal Disability Insurance 
Trust Funds Percentage change is calculated as a centered 5-year moving average. 

The demographic trends I have described will affect both Medicare and 
Social Security, but Medicare presents a much greater, more complex, and 
more urgent challenge. Unlike Social Security, Medicare spending growth 
rates reflect not only a burgeoning beneficiary population, but also the 
escalation of health care costs at rates well exceeding general rates of 
inflation. The growth of medical technology has contributed to increases 
in the number and quality of health care services. Moreover, the actual 
costs of health care consumption are not transparent. Third-party payers 
largely insulate covered consumers from the cost of health care decisions. 
These factors and others contribute to making Medicare a greater and 
more complex fiscal challenge than even Social Security. 


Hi’s Trust Fund Faces 
Cash Flow Problems Long 
before the HI Trust Fund Is 
Projected to Be Insolvent 


Current projections of future HI income and outlays illustrate the timing 
and severity of Medicare’s fiscal challenge. Today, the HI Trust Fund takes 
in more in taxes than it spends. Largely because of the known 
demographic trends I have described, this situation will change. Under the 
Trustees’ 2003 intermediate assumptions, program outlays are expected to 


Page 8 


GA<)dKJ-37TT 





51 


begin to exceed program tax revenues in 2013 (see fig. 6). To finance these 
cash deficits, HI will need to draw on the special-issue Treasury securities 
acquired during the years of cash surpluses. For HI to “redeem” its 
securities, the government will need to obtain cash through some 
combination of increased taxes, spending cuts, and/or increased 
borrowing from the public (or, if the unified budget is in surplus, less debt 
reduction than would otherwise have been the case). Neither the decline 
in the cash surpluses nor the cash deficits will affect the payment of 
benefits, but the negative cash flow will place increased pressure on the 
federal budget to raise the resources necessary to meet the program’s 
ongoing costs. This pressure will only increase when Social Security also 
experiences negative cash flow and joins HI as a net claimant on the rest 
of the budget. 3 


Figure 6: Medicare’s HI Trust Fund Faces Cash Deficits as Baby Boomers Retire 

Billions of 2003 dollars 
200 


100 
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Source: CMS. Office of the Actuary. 
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Note: GAO analysis based on the intermediate assumptions of The 2003 Annual Report of the 
Boards of Trustees of the Federal Hospital Insurance and Federal Supplementary Medical Insurance 
Trust Funds. 


^Linder the Trustees’ intermediate 2003 projections, this will occur for Social Security 
(OASDI) in 2018. 
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The gap between HI income and costs shows the severity of HFs financing 
problem over the longer term. This gap can also be expressed relative to 
taxable payroll (the HI Trust Fund’s funding base) over a 75-year period. 
This year, under the Trustees 2003 intermediate estimates, the 75-year 
actuarial deficit is projected to be 2.40 percent of taxable payroll — a 
significant increase from last year’s projected deficit of 2.02 percent. This 
means that to bring the HI Trust Fund into balance over the 75-year 
period, either program outlays would have to be immediately reduced by 
42 percent or program income immediately increased by 71 percent, or 
some combination of the two. These estimates of what it would take to 
achieve 75-year trust fund solvency understate the extent of the problem 
because the program’s financial imbalance gets worse in the 76th and 
subsequent years. Every year that passes we drop a positive year and add a 
much bigger deficit year. 

The projected exhaustion date of the HI Trust Fund is a commonly used 
indicator of Hi’s financial condition. Under the Trustees 2003 intermediate 
estimates, the HI Trust Fund is projected to exhaust its assets in 2026. This 
solvency indicator provides information about Hi’s financial condition, but 
it is not an adequate measure of Medicare’s sustainability for several 
reasons. HI Trust Fund balances do not provide meaningful information on 
the government’s fiscal capacity to pay benefits when program cash 
inflows fall below program outlays. As I have described, the government 
would need to come up with cash from other sources to pay for benefits 
once outlays exceeded program tax income. 

In addition, the HI Trust Fund measure provides no information on SMI. 
SMI’s expenditures, which account for about 43 percent of total Medicare 
spending, are projected to grow even faster than those of HI in the near 
future. Moreover, Medicare’s complex structure and financing 
arrangements mean that a shift of expenditures from HI to SMI can extend 
the solvency of the HI Trust Fund, creating the appearance of an 
improvement in program’s financial condition. For example, the Balanced 
Budget Act of 1997 modified the home health benefit, which resulted in 
shifting a portion of home health spending from the HI Trust Fund to SMI. 
Although this shift extended HI Trust Fund solvency, it increased the draw 
on general revenues and beneficiary SMI premiums while generating little 
net savings. 

Ultimately, the critical question is not how much a trust fund has in assets, 
but whether the government as a whole and the economy can afford the 
promised benefits now and in the future and at what cost to other claims 
on scarce resources. To better monitor and communicate changes in 
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future total program spending, new measures of Medicare’s sustainability 
are needed. As program changes are made, a continued need will exist for 
measures of program sustainability that can signal potential future fiscal 
imbalance. Such measures might include the percentage of program 
funding provided by general revenues, the percentage of total federal 
revenues or gross domestic product devoted to Medicare, or program 
spending per enrollee. As such measures are developed, questions would 
need to be asked about actions to be taken if projections showed that 
program expenditures would exceed the chosen level. 


Absent Reform of 
Medicare and Other 
Entitlements for the 
Elderly, Budgetary 
Flexibility Will Disappear 


Taken together, Medicare’s HI and SMI expenditures are expected to 
increase dramatically, rising from about 12 percent of federal revenues in 
2002 to more than one-quarter by midcentury. The budgetary challenge 
posed by the growth in Medicare becomes even more significant in 
combination with the expected growth in Medicaid and Social Security 
spending. This growth in spending on federal entitlements for retirees will 
become increasingly unsustainable over the longer term, compounding an 
ongoing decline in budgetary flexibility. Over the past few decades, 
spending on mandatory programs has consumed an ever-increasing shar e 
of the federal budget. 4 In 1962, prior to the creation of the Medicare and 
Medicaid programs, spending for mandatory programs plus net interest 
accounted for about 32 percent of total federal spending. By 2002, this 
share had almost doubled to approximately 63 percent of the budget. (See 
fig- 7.) 


^“Mandatory spending" refers to outlays for entitlement programs such as Food Stamps, 
Medicare, veterans' pensions, payment of interest on the public debt, and nonentitlements 
such as payments to states from Forest Service receipts. In 2002 Social Security, Medicare, 
and Medicaid accounted for over 71 percent of mandatory spending. 
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Figure 7: Federal Spending for Mandatory and Discretionary Programs, Fiscal Years 1962, 1982, and 2002 


1962 1982 2002 



Source: Budget ot the United States Government: Fiscal Year 2004, Office of Management and Budget. 


In much of the past decade, reductions in defense spending helped 
accommodate the growth in these entitlement programs. Even before the 
events of September 11, 2001, however, this ceased to be a viable option. 
Indeed, spending on defense and homeland security will grow as we seek 
to combat new threats to our nation’s security. 

GAO prepares long-term budget simulations that seek to illustrate the 
likely fiscal consequences of the coming demographic tidal wave and 
rising health care costs. These simulations continue to show that to move 
into the future with no changes in federal retirement and health programs 
is to envision a very different role for the federal government. Assuming, 
for example, that the tax reductions enacted in 2001 do not sunset and 
discretionary spending keeps pace with the economy, by midcentury 
federal revenues may be inadequate to pay Social Security and interest on 
the federal debt. Spending for the current Medicare program — without any 
additional new benefits — is projected to account for more than one- 
quarter of all federal revenues. To obtain budget balance, massive 
spending cuts, tax increases, or some combination of the two would be 
necessary. (See fig.8). Neither slowing the growth of discretionary 
spending nor allowing the tax reductions to sunset eliminates the 
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imbalance. In addition, while additional economic growth would help ease 
our burden, the projected fiscal gap is too great for us to grow our way out 
of the problem. 


Figure 8: Composition of Spending as a Share of GDP Assuming Discretionary 
Spending Grows with GDP after 2003 and the 2001 Tax Cuts Do Not Sunset 

Percentage of GDP 
SO 



2000 2015 2030 2050 

Flscat year 

BHH AN other spending 

Medicare and Medicaid 
j ~ I Social Security 

j j Net interest 

Source CAO’3 March 2003 analysis. 

Note: Assumes currently scheduled Social Security benefits are paid in full throughout the simulation 
period. Social Security and Medicare projections are based on the Trustees' 2003 intermediate 
assumptions. 

Indeed, long-term budgetary flexibility is about more than Social Security 
and Medicare. While these programs dominate the long-term outlook, they 
are not the only federal programs or activities that bind the future. The 
federal government undertakes a wide range of programs, responsibilities, 
and activities that obligate it to future spending or create an expectation 
for spending. Our recent report describes the range and measurement of 
such fiscal exposures — from explicit liabilities such as environmental 
cleanup requirements to the more implicit obligations presented by life- 
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cycle costs of capital acquisition or disaster assistance. 5 Malang 
government fit the challenges of the future will require not only dealing 
with the drivers — entitlements for the elderly — but also looking at the 
range of other federal activities. A fundamental review of what the federal 
government does and how it does it will be needed. 


Medicare Is Projected 
to Absorb Ever- 
Increasing Shares of 
the Economy 


At the same time, it is important to look beyond the federal budget to the 
economy as a whole. Figure 9 shows the total future draw on the economy 
represented by Medicare, Medicaid, and Social Security. Under the 2003 
Trustees’ intermediate estimates and the Congressional Budget Office’s 
(CBO) most recent long-term Medicaid estimates, spending for these 
entitlement programs combined will glow to 14 percent of GDP in 2030 
from today’s 8.4 percent. Taken together, Social Security, Medicare, and 
Medicaid represent an unsustainable burden on future generations. 


Figure 9: Social Security, Medicare, and Medicaid Spending as a Percentage of GDP 

Percentaga of GDP 
25 



Source: CMS. Office of the Actuary. 5SA. Office of mo Actuary, CBO »<t GAO. 


Note: Projections based on the intermediate assumptions of the 3003 Trustees' Reports, CBO’s 
March 2003 short-term Medicaid estimates, and CBO's June 2002 Medicaid long-term projections 
under midrange assumptions. 


s U.S. General Accounting Office, Fiscal Exposures: Improving Ihe Budgetary Focus on 
Long-Term Costs and Uncertainties , GAO-03-213 (Washington, D C.: Jan. 24, 2003). 


Page 14 


c,Ao-aa.:,7rr 




57 


Although real incomes are projected to continue to rise, they are expected 
to grow more slowly than has historically been the case. At the same time, 
the demographic trends and projected rates of growth in health care 
spending I have described will mean rapid growth in entitlement spending. 
Taken together, these projections reuse serious questions about the 
capacity of the relatively smaller number of future workers to absorb the 
rapidly escalating costs of these programs. 

As HI trust fund assets are redeemed to pay Medicare benefits and SMI 
expenditures continue to grow, the program will constitute a claim on real 
resources in the future. As a result, taking action now to increase the 
future pool of resources is important. To echo Federal Reserve Chairman 
Alan Greenspan, the crucial issue of saving in our economy relates to our 
ability to build an adequate capital stock to produce enough goods and 
services in the future to accommodate both retirees and workers in the 
future. 6 The most direct way the federal government can raise national 
saving is by increasing government saving, that is, as the economy returns 
to a higher growth path, a balanced fiscal policy that recognizes our long- 
term challenges can help provide a strong foundation for economic growth 
and can enhance our future budgetary flexibility. It is my hope that we will 
think about the unprecedented challenge facing future generations in our 
aging society. Putting Medicare on a sustainable path for the future would 
help fulfill this generation’s stewardship responsibility to succeeding 
generations. It would also help to preserve some capacity for future 
generations to make their own choices for what role they want the federal 
government to play. 

As with Social Security, both sustainability and solvency considerations 
drive us to address Medicare’s fiscal challenges sooner rather than later. 
HI Trust Fund exhaustion may be more than 20 years away, but the 
squeeze on the federal budget will begin as the baby boom generation 
begins to retire. This will begin as early as 2008, when the leading edge of 
the baby boom generation becomes eligible for early retirement 7 CBO’s 
current 10-year budget and economic outlook reflects this. CBO projects 
that economic growth will slow from an average of 3.2 percent a year from 
2005 through 2008 to 2.7 percent from 2009 through 2013 reflecting slower 


Testimony before the Senate Committee on Banking, Housing, and Urban Affairs, July 24, 
2001 . 

In 2008 the first baby boomers will reach age 62 and become eligible for Social Security 
benefits; in 2011, they will reach age 65 and become eligible for Medicare benefits. 
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labor force growth. At the same time, annual rates of growth in entitlement 
spending will begin to rise. Annual growth in Social Security outlays is 
projected to accelerate from 5.2 percent in 2007 to 6.6 percent in 2013. 
Annual growth in Medicare enrollees is expected to accelerate from 1.1 
percent today to 2.9 percent in 2013. Acting sooner rather than later is 
essential to ease future fiscal pressures and also provide a more 
reasonable planning horizon for future retirees. We are now at a critical 
juncture. In less than a decade, the profound demographic shift that is a 
certainty will have begun. 


Pressure to Address 
Medicare Coverage 
Gaps Must Be 
Balanced against 
Program 
Sustainability 
Concerns 


Despite a common awareness of Medicare’s current and future fiscal 
plight, pressure has been building to address recognized gaps in Medicare 
coverage, especially the lack of a prescription drug benefit and protection 
against financially devastating medical costs. Filling these gaps could add 
massive expenses to an already fiscally overburdened program. Under the 
Trustees 2003 intermediate assumptions, the present value of Hi’s 
actuarial deficit is $6.2 trillion. 8 This difficult situation argues for tackling 
the greatest needs first and for making any benefit additions part of a 
larger structural reform effort. 

The Medicare benefit package, largely designed in 1965, provides virtually 
no outpatient drug coverage. Beneficiaries may fill this coverage gap in 
various ways. All beneficiaries have the option to purchase supplemental 
policies — Medigap — when they first become eligible for Medicare at age 
65. Those policies that include drug coverage tend to be expensive and 
provide only limited benefits. Some beneficiaries have access to coverage 
through employer-sponsored policies or private health plans that contract 
to serve Medicare beneficiaries. In recent years, coverage through these 
sources has become more expensive and less widely available. 
Beneficiaries whose income falls below certain thresholds may qualify for 
Medicaid or other public programs. According to one survey, in the fall of 


^This estimate represents the present value of Hi’s future expenditures less future tax 
income, taking into account the amount of HI trust fund assets at hand at the beginning of 
the projection period and adjusting for the ending target trust fund balance. Excluding the 
ending target trust fund balance, Hi's unfunded obligation is estimated to be $5.9 trillion 
over the 75-year period under the Trustees 2003 intermediate assumptions. 
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1999, more than one-third of beneficiaries reported that they lacked drug 
coverage altogether. 9 

Medicare also does not limit beneficiaries’ cost-sharing liability. Hie 
average beneficiary who obtained services had a total liability for 
Medicare-covered services of $1,700, consisting of $1,154 in Medicare 
copayments and deductibles in addition to the $546 in annual part B 
premiums in 1999, the most recent year for which data are available on the 
distribution of these costs. The burden can, however, be much higher for 
beneficiaries with extensive health care needs. In 1999, about 1 million 
beneficiaries were liable for more than $5,000, and about 260,000 were 
liable for more than $10,000 for covered services. In contrast, employer- 
sponsored health plans for active workers typically limited maximum 
annual out-of-pocket costs for covered services to less than $2,000 per 
year for single coverage. 10 

Modernizing Medicare’s benefit package will require balancing competing 
concerns about program sustainability, federal obligations, and the 
hardship faced by some beneficiaries. In particular, the addition of a 
benefit that has the potential to be extremely expensive — such as 
prescription drug coverage— should be focused on meeting the needs 
deemed to be of the highest priority. This would entail targeting financial 
help to beneficiaries most in need — those with catastrophic drug costs or 
low incomes — and, to the extent possible, avoiding the substitution of 
public for private insurance coverage. As I continue to maintain, acting 
prudently means making any benefit expansions in the context of overall 
program reforms that are designed to make the program more sustainable 
over the long term instead of worsening the program’s financial future. 

One reform to help improve Medicare’s financial future would be to 
modify Medicare’s cost-sharing rules and provide beneficiaries with better 
incentives to use care appropriately. Health insurers today commonly 
design cost-sharing requirements — in the form of deductibles, 
coinsurance, and copayments — to ensure that enrollees are aware that 


“Mary A. Laschober and others, “Trends in Medicare Supplemental Insurance and 
Prescription Drug Coverage, 1996 to 1999," Health Affairs Web Exclusive (Bethesda, Md: 
Project Hope, Feb. 27, 2002). 

http://www.healthaffairs.Org/l 130_abstract_c.php?lD=http://www.heal thaffairs.org/iibrary/ 
v21n2Zs4.pdf (downloaded Mar. 19, 2003). 

,0 The Kaiser Family Foundation and Health Research and Education Trust, Employer 
Health Benefits: 2000 Annual Survey (Menlo Park, Calif, and Chicago: 2000). 
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there is a cost associated with the provision of services and to use them 
prudently. Ideally, costsharing should encourage beneficiaries to evaluate 
Hie need for discretionary care but not discourage necessary care. 
Coinsurance or copayments would be required generally for services 
considered to be discretionary and potentially overused and would aim to 
steer patients to lower cost, or better treatment options. Care must be 
taken, however, to avoid setting cost-sharing requirements so high as to 
create financial barriers to care. 


Medicare fee-for-service cost-sharing rales diverge from these common 
insurance industry practices in important ways. For example. Medicare 
imposes a relatively high deductible of $840 for hospital admissions, which 
are rarely optional. In contrast. Medicare has not increased the part B 
deductible since 19511. For the last 12 years, the deductible has remained 
constant at $100 and has thus steadily declined as a proportion of 
beneficiaries’ real incomes. Adjusted for inflation, the deductible has fallen 
to $74.39 in 1991 dollars. 


Medicare Reforms 
Should Realign 
Incentives, Improve 
Transparency, and 
Strengthen 
Accountability 


In recent years, leading proposals have been made to restructure Medicare 
that have included greater reliance on private health plans and reforms to 
the traditional fee-for-service program. The weaknesses identified in these 
two components of the current program suggest several lessons regarding 
such restructuring. Experience with Medicare's private health plan 
alternative, called Medicare+Choice, suggests that details matter if 
competition is to produce enhanced benefits for enrollees and savings for 
the program. In addition, the traditional program must not be left 
unattended because it will be an important part of Medicare for years to 
come. The strategies needed to address either structural component must 
incorporate sufficient incentives to achieve efficiency, adequate 
transparency to reveal the cost of health care, and appropriate 
accountability mechanisms to ensure that the promised care and level of 
quality are actually delivered. 


Reforms That Include 
Private Plans Should 
Incorporate Incentives 
Sufficient to Result in 
Program Savings 


If the Inclusion of private health plans is to produce savings for Medicare, 
private incentives and public goals must be properly aligned. This means 
designing a program that will encourage beneficiaries to select health plan 
options most likely to generate program savings. This is not the case in the 
current Medicare-Choice program. For example, incentives for health 
plan efficiency exist, but any efficiency gains achieved do not produce 
Medicare savings. Payments to private health plans that participate in 
Medicare+Choice are not set through a competitive process. Instead, plans 
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receive a fixed payment from Medicare as prescribed by statute and in 
return must provide ail Medicare-covered services with the exception of 
hospice. Efficient health plans are better able to afford to provide extra 
benefits, such as outpatient prescription drug benefits: charge a lower 
monthly premium; or both and may do so to attract beneficiaries and 
increase market share. Until recently, however, these efficiency and 
market share gains were advantageous to beneficiaries and health plans 
but generated no savings for Medicare. Even today, the opportunity for the 
program to realize savings from competition among Medicare+Choice 
health plans remains extremely limited. 11 This experience has shown that 
savings are not automatic from simply enrolling beneficiaries in private 
health plans. 

The Medicare-t-Choice experience offers another lesson about private 
plans and program savings. That is, as we recommended in 1998, payments 
to health plans must be adequately risk-adjusted for the expected health 
care costs of the beneficiaries they enroll. Otherwise, the government can 
inadequately compensate health plans that enroll less healthy beneficiaries 
with higher expected health care costs or will overpay health plans that 
enroll relatively healthy beneficiaries with low expected health care costs. 
Moreover, health plans will have an incentive to avoid enrolling less 
healthy beneficiaries with higher expected health care costs. In 2000, we 
reported that the failure to adequately adjust Medicare's payments to 
private health plans for beneficiaries’ expected health care costs 
unnecessarily increased Medicare spending by $3.2 billion in 1998. 12 

A third lesson is that the use of private plans to serve Medicare 
beneficiaries may not be feasible in all locations nationwide. In 
Medicare+Choice, it has been difficult and expensive to encourage private 


‘^Beginning in 2003, Medicare health plans may, in effect, rebate to beneficiaries some, or 
all, of Medicare’s $58.70 monthly part B premium. Both beneficiaries and the government 
benefit if health plans use this option to compete because, for every $1 reduction in health 
care premiums, the health plans must return $0.25 to the government If a health plan 
rebates the entire part B premium, the government saves $14.68 per beneficiary per month. 
Currently, five Medicare+Choice health plans in eight counties rebate at least a portion of 
the part B premium. In 2003, Medicare began pilot testing an arrangement for sharing 
financial risk with preferred provider organizations that enroll program beneficiaries. As of 
March 2003, there were 56,677 enrollees in these preferred provider organizations. 

12 See U.S. General Accounting Office, Medicare* Choice: Payments Exceed Cost of Fee-for- 
Sei-vice Benefits, Adding Billions to Spending, GAO/HEHS-OO-161 (Washington, D.C: Aug. 
23, 2000). CMS has since begun to phase in a payment adjustment system that is designed 
to help prevent some of these excess payments. 
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health plans to serve rural areas. Payment rates have been substantially 
raised in rural areas since 1997, yet by 2003 nearly 40 percent of 
beneficiaries living in rural areas lack access to a private health plan; in 
contrast, 15 percent of beneficiaries in urban areas lack access to a plan. 
Finally, the Medicare* Choice experience underscores the importance of 
beneficiaries having user-friendly, accurate information to compare their 
health plan options and of holding private health plans appropriately 
accountable for the services they have promised to deliver. 


Fixing Flaws In Traditional Leading Medicare reform proposals have included traditional Medicare as 
Medicare Essential to Alter a component in their design. Traditional Medicare is likely to have a 
Program’s Fiscal Course significant role for years to come, as any fundamental structural reforms 

° would take considerable time before plan and benefieiaiy participation 

becomes extensive. Therefore, addressing flaws in the traditional program 
should be part of any plan to steer Medicare away from insolvency and 
improve its sustainability for future generations. The experience of other 
health insurers’ use of cost-containment strategies, including some 
incentives for beneficiaries to make value-based choices, suggests a 
strategy for modernizing the program’s design. In the current program, the 
lack of insurance-type protections and difficulty in setting payment rates 
keep Medicare from achieving greater efficiencies and thus from 
improving its balance sheet 


Supplemental Coverage Coverage through Medigap— policies that meet federally established 

Reduces Beneficiary Cost standards and are sold by private insurers — helps to fill in some of 

Sensitivity Medicare’s gaps, but Medigap plans also have shortcomings. As required 

by law, Medigap plans must conform to 1 of 10 standard benefit packages, 
which vary in levels of coverage. Medigap offers beneficiaries stop-loss 
protections that are lacking in traditional Medicare, but these policies 
diminish important program protections by covering required deductibles 
and coinsurance. The most popular Medigap plans are fundamentally 
different from employer-sponsored health insurance policies for retirees in 
that they do not require individuals to pay deductibles, coinsurance,, and 
copayments. Such cost-sharing requirements are intended to make 
beneficiaries aware of the costs associated with the use of services and 
encourage them to use these services prudently. In contrast, Medigap’s 
first-dollar coverage — the elimination of deductibles or coinsurance 
associated with the use of covered services — undermines this objective. 
Although such coverage reduces financial banders to health care, it 
diminishes beneficiaries’ sensitivity to costs and likely increases 
beneficiaries’ use of services, adding to total Medicare spending. 
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Difficulties in Setting Payment 
Rates 


Traditional Medicare needs the tools that other insurers use to achieve 
better value for the protection provided. Instead of working at cross- 
purposes to the traditional program, Medigap should be better coordinated 
with it. Insurance-type reforms to Medicare and Medigap — namely, the 
preservation of cost-sharing requirements in conjunction with stop-loss 
provisions — could help improve beneficiaries’ sensitivity to the cost of 
care while better protecting them against financially devastating medical 
costs. 

Medicare too often pays overly generous rates for certain services and 
products, preventing the program from achieving a desirable degree of 
efficiency. For example, for certain services, our work has shown 
substantially higher Medicare payments relative to providers’ costs — 35 
percent higher for home health care in the first six months of 2001 and 19 
percent higher for skilled nursing facility care in 2000. 13 Similarly, 

Medicare has overpaid for various medical products. Last year, we 
reported that, in 2000, Medicare paid over $1 billion more than other 
purchasers for certain outpatient drugs that the program covers. Earlier 
findings that have since been addressed by the Congress following our 
recommendations showed Medicare paying over $500 million more than 
another public payer for home oxygen equipment. Excessive payments 
hurt not only the taxpayers but also the program’s beneficiaries or their 
supplemental insurers, as beneficiaries are liable for copayments equal to 
20 percent of Medicare’s approved fee. For certain outpatient drugs, 
Medicare’s payments to providers were so high that the beneficiaries’ 
copayments exceeded the price at which providers could buy the drugs. In 
2001, we recommended that, for covered outpatient prescription drugs, 
Medicare establish payment levels more closely related to actual market 
transaction costs, using information available to other public programs 
that pay at lower rates. 

Over the past two decades, at the Congress’ direction, Medicare has 
implemented a series of payment reforms designed to promote the 
efficient delivery of services and control program spending. Some reforms 
required establishing set fees for individual services; others required 
paying a fixed amount for a bundle of services. The payment methods 


13 See U.S. General Accounting Office, Medicare Home Health Care: Payments to Home 
Health Agencies Are Considerably Higher than Costs, GAO-02-G63 (Washington, D.C: May 
6, 2002) and U.S. General Accounting Office, Skilled Nursing Facilities: Medicare 
Payments Exceed Costs for Most but Not All Facilities, GAO-03-183 (Washington, D.C: 
Dec. 31, 2002). 
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introduced during this time were designed to include — in addition to 
incentives for efficiencies — a means to calibrate payments to ensure 
beneficiary access and fairness to providers. 

A major challenge in administering these methods — whether based on fee 
schedules or prospective payment systems using bundled payments — 
involves adjusting the payments to better account for differences in 
patients’ needs and providers’ local markets to ensure that the program is 
paying appropriately and adequately. Payment rates that are too low can 
impair beneficiary access to services and products, while rates that are too 
high add unnecessary financial burdens to the program. As a practical 
matter. Medicare is often precluded from using market forces — that is, 
competition — to determine appropriate rates. In many cases, Medicare’s 
size and potential to distort market prices makes it necessary to use means 
other than competition to set a price on services and products. 

Most of Medicare’s rate-setting methods are based on formulas that use 
historical data on providers’ costs and charges. Too often, these data are 
not recent or comprehensive enough to measure the costs incurred by 
efficient providers. At the same time, data reflecting beneficiaries’ access 
to services are also lacking. When providers contend that payments are 
not adequate, typically information is not readily available to provide the 
analytical support needed to determine whether these claims are valid. I 
have noted in the past the essential need to monitor the impact of program 
policy changes so that distinguishing between desirable and undesirable 
consequences can be done systematically and in a timely manner. To that 
end. I have also noted the importance of investing adequate resources in 
the agency that runs Medicare to ensure that the capacity exists to cany 
out these policy-monitoring activities. 

Under some circumstances, competition may be feasible and practical for 
setting more appropriate rates. Medicare has pilot tested “competitive 
bidding” in a few small markets. According to program officials, these test 
projects have shown that, for selected medical products, Medicare has 
saved money on items priced competitively. As part of these competitive 
bidding tests, steps were taken to monitor beneficiary access and product 
quality. To use competitive bidding on a broader scale, Medicare would 
require not only new authority but would need to make substantial 
administrative preparations, as competing with a larger number of 
products nationally would entail bidding in multiple markets and 
monitoring access and quality once prices had been set. 
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Concluding 

Observations 


Medicare’s financial challenge is veiy real. The 21st century has arrived 
and the demographic tidal wave is on the horizon. Within 5 years, 
individuals in the vanguard of the baby boom generation will be eligible 
for Social Security and 3 years after that they will be eligible for Medicare. 
The future costs of serving the baby boomers are already becoming a 
factor in CBO’s short-term cost projections. 

Clearly the issue before us is not whether to reform Medicare but how. I 
feel the greatest risk lies in doing nothing to improve Medicare’s long-term 
sustainability. It is my hope that we will think about the unprecedented 
challenge of facing future generations in our aging society. Engaging in a 
comprehensive effort to reform the program and put it on a sustainable 
path for the future would help fulfill this generation’s stewardship 
responsibility to succeeding generations. 

Medicare reform would be done best with considerable lead time to phase 
in changes and before the changes that are needed become dramatic and 
disruptive. Given the size of Medicare’s financial challenge, it is only 
realistic to expect that reforms intended to bring down future costs will 
have to proceed incrementally. We should begin this now, when retirees 
are still a far smaller proportion of the population than they will be in the 
future. The sooner we get started, the less difficult the task will be. 

As we contemplate the forecast for Medicare's fiscal condition and its 
implications, we must also remember that the sources of some of its 
problems — and its solutions — are outside the program and are universal to 
all health care payers. Some tax preferences mask the full cost of 
providing health benefits and can work at cross-purposes to the goal of 
moderating health care spending. Therefore, it may be important to 
reexamine the incentives contained in current tax policy and consider 
potential reforms. Advances in medical technology are also likely to keep 
raising the price tag of providing care, regardless of the payer. Although 
technological advances unquestionably provide medical benefits, judging 
the value of those benefits— and weighing them against the additional 
costs — is more difficult. Consumers are not as informed about the cost of 
health care and its quality as they may be about other goods and services. 
Thus, while the greater use of market forces may help to control cost 
growth, it will undoubtedly be necessary to employ other cost control 
methods as well. 

We must also be mindful that health care costs compete with other 
legitimate priorities in the federal budget, and their projected growth 
threatens to crowd out future generations’ flexibility to decide which 
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competing priorities will be met In making important fiscal decisions for 
our nation, policymakers need to consider the fundamental differences 
between wants, needs, and what both individuals and our nation can 
afford. This concept applies to all major aspects of government, from 
major weapons system acquisitions to issues affecting domestic programs. 
It also points to the fiduciary and stewardship responsibility that we all 
share to ensure the sustainability of Medicare for current and future 
generations within a broader context of providing for other important 
national needs and economic growth. 

A major challenge policymakers face in considering health care reforms is 
the dearth of timely, accurate information with which to make decisions. 
Medicare’s size and impact on the nation’s health care economy means 
that its payment methods and rate adjustments, no matter how reasonable, 
often produce opposition. Recent experience with the payment reforms 
established in the BBA illustrates this point. In essence, these reforms 
changed Medicare’s payment methods to establish incentives for providers 
to deliver care efficiently. BBA’s changes were enacted in response to 
continuing rapid growth in Medicare spending that was neither sustainable 
nor readily linked to demonstrated changes in beneficiary needs. 
Nonetheless, affected provider groups conducted a swift, intense 
campaign to roll back the BBA changes. In the absence of solid, data- 
driven analyses, affected providers’ anecdotes were used to support 
contentions that Medicare payment changes were extreme and threatened 
their financial viability. This and similar reactions to mandated Medicare 
payment reforms underscore how difficult it is, without prompt and 
credible data, to defend against claims that payments changes have 
resulted in insufficient compensation that could lead to access problems. 

The public sector can play an important role in educating the nation about 
the limits of public support Currently, there is a wide gap between what 
patients and providers expect and what public programs are able to 
deliver. Moreover, there is insufficient understanding about the terms and 
conditions under which health care coverage is actually provided by the 
nation’s public and private payers. In this regard, GAO is preparing a 
health care framework that includes a set of principles to help 
policymakers in their efforts to assess various health financing reform 
options. This framework will examine health care issues systemwide and 
identify the interconnections between public programs that finance health 
care and the private insurance market. The framework can serve as a tool 
for defining policy goals and ensuring the use of consistent criteria for 
evaluating changes. By facilitating debate, the framework can encourage 
acceptance of changes necessary to put us on a path to fiscal 
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sustainabUity. I fear that if we do not make such changes and adopt 
meaningful reforms, future generations will enjoy little flexibility to fund 
discretionary programs or make other valuable policy choices. 


Mr. Chairman, this concludes my prepared statement I will be happy to 
answer any questions you or other committee members may have. 


Contorts and For future contacts regarding this testimony, please call William J. 

Scanlon, Director, Health Care Issues, at (202) 512-7114. Other individuals 
Acknowledgments who made key contributions include Linda Baker, James Cosgrove, Jessica 
Farb, Hannah Fein, James McTigue, Yorick F. Uzes, and Melissa Wolf. 
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Mr. Chairman and Members of the Committee, 1 appreciate the opportunity to discuss 
the future of the Medicare program with you. Medicare is the federal government’s 
largest health care financing program and, with projected outlays of $277 billion this 
year, the second largest federal program overall after Social Security. It is the princi- 
pal payer of medical bills for some 40 million elderly and disabled people, with pay- 
ments per enrollee currently averaging $7,000 a year. 

Because the issues that the Medicare program will soon face are not exclusive to it, 
they are best understood when evaluated in the context of society’s aging, the rising 
costs of health care generally, and the long-range financial strains that in coming 
decades will affect the federal government as a whole. If the program continues to 
operate as it is currently structured, its costs will rise significantly — even in the ab- 
sence of program expansions such as a prescription drug benefit. As a consequence, 
Medicare will necessarily compete with other spending priorities for a much greater 
share of the federal budget or with private-sector spending for a bigger share of the 
national economy — or with both. 

In light of that outlook, any approach to Medicare should incorporate two features: a 
recognition of the larger economic and budgetary trade-offs, and consideration of the 
program structure that would best support Medicare’s overall objective of providing 
financing for high-quality medical care for the elderly and disabled. With regard to 
economic and budgetary trade-offs, two issues stand out. First, to the extent that the 
U.S. economy grows at a healthy pace, it will be better able to meet the Medicare 
population’s demands for health care. Put differently, the overall level of national 
income available in the future constitutes the reservoir from which the resources for 
both private needs and public programs will be drawn, and the nation must endeavor 
to enlarge that reservoir to the greatest degree possible in making public policy. 
Second, the potential pressures on the federal budget from Medicare and other 
sources will necessitate trade-offs with other spending priorities if federal programs 
are to absorb no more than their historical fraction of national income. 

Alternatively, public policy may steer a course toward devoting a larger fraction of 
the federal budget and the economy as a whole to Medicare. Even if that is so, it will 
be desirable to utilize those Medicare funds as efficiently as possible — to purchase 
the highest-value care with each dollar. Medicare beneficiaries (or their families), 
together with their providers, are best positioned to guide the use of additional dollars 
and to choose services that meet therapeutic demands and match individual tastes. 
Providing those parties with a broader range of choices and improved information, 
and ensuring their sensitivity to the cost of those services, should facilitate better 
decisionmaking. At the same time, an appropriate balance must be struck between 
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providing stronger financial signals to beneficiaries about the cost of their care and 
providing protection against greater financial exposure. 

Improved decisionmaking offers the potential for dynamic consequences as well. 
Technological advances have historically been a big driver of cost growth in health 
care services. Subjecting health care innovation to the test of whether a new service, 
device, or procedure is “worth it” in the view of beneficiaries and their doctors may 
bring improved discipline to the innovation process. 

Finally, as a matter of perspective, I would note that Medicare spending constitutes 
17 percent of national expenditures for health care. Accordingly, any effort to ensure 
that Medicare emphasizes obtaining the highest quality of care per dollar of spending 
will be more effective if it is undertaken in the context of comparable efforts in the 
health care sector as a whole. 

DEMOGRAPHIC TRENDS 

The trustees of the Medicare and Social Security programs estimate that the number 
of people ages 65 and older could more than double over the coming decades, rising 
from 37 million today to 70 million in 2030 and 82 million in 2050. That increase is 
part of a great change in the structure of the U.S. population. Looking at the 20-year 
period ending in 2010, if the current projections hold, the number of workers in the 
economy will have grown by more than 33 million; yet the number of people ages 65 
and older will have grown by only 8.3 million, or roughly one-quarter as much. In 
contrast, for the subsequent period, 2010 to 2030 — when the baby-boom generation 
will retire — the number of workers is projected to grow by 14.4 million, whereas the 
population ages 65 and older is expected to grow by 30 million, or about twice as 
much. 

The consequence of those diverging patterns is that the ratio of the population ages 65 
and older to the population in its prime working years — people ages 20 to 64 — is 
projected to grow from 21 percent today to 35 percent in 2030 and 42 percent in 
2075. In other words, although the shift to an older society starts with the baby 
boomers, it persists after they have retired, making the changes more than just a 
temporary bulge. 

That projected demographic shift rests heavily on assumptions about longevity, birth 
rates, immigration, retirement patterns, and other factors. Although based on past 
trends and recent experience, all of those assumptions are subject to varying degrees 
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of uncertainty. Major breakthroughs in medical science could further extend life 
expectancy, immigration could continue its upward track or be curbed by security 
concerns, and people could choose to work longer or spend more of their advanced 
years in partial employment. Without question, considerable uncertainty surrounds 
any 75-year projection. 

Nonetheless, a substantial portion of the coming demographic shift is already in 
place. The post-World War II baby boom and the 1970s “baby trough” are historical 
events; the subsequent uptick in birth rates has not been substantial and may now 
have leveled off; and life expectancy continues to increase. Indeed, the Medicare 
trustees project that life expectancy for the Medicare population will rise by one year 
for every 15 years in their 75-year projection period. 

HEALTH CARE TRENDS 

Nationally, health care expenditures as a percentage of gross domestic product (GDP) 
have more than doubled over the past several decades, growing from 7.0 percent in 
1970 to 14.8 percent in 2002. At the federal level, with Medicare and Medicaid in 
the forefront, health care expenditures have risen from 1.7 percent of GDP in 1970 to 
4.7 percent in 2002, and their share of federal outlays has risen from 9 percent to 24 
percent. 

On a per capita basis, national spending on health care has increased from $1,321 in 
1970 (in 2002 dollars) to $5,366 in 2002, or an average of about 4.5 percent per year. 
The major factor contributing to the growth of real (inflation-adjusted) per capita 
health care spending has been the development and diffusion of new medical technol- 
ogy. Other factors include expansions in insurance coverage, rising income, medical 
price inflation in excess of general inflation, and the aging of the population. 

In recent years, spending for prescription drugs has grown more rapidly than other 
health care spending. In real terms, from 1990 to 2002, per capita spending for pre- 
scription drugs increased at an average annual rate of about 9 percent, compared with 
about 3 percent for all other health expenditures. (In contrast, during the 1970-1990 
period, spending for prescription drags grew more slowly than all other health expen- 
ditures.) Despite the recent rapid increase in prescription drug spending, it currently 
accounts for only about 10 percent of all national health expenditures. 

In general, new technology changes the pattern of use of medical services, leading to 
increases in utilization for some services and decreases for others. In other sectors of 
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the economy, technological advances have often served to reduce costs. On balance, 
however, research has found that medical innovation has led both to increases in 
health care expenditures and, frequently, to improvements in the treatment of medical 
conditions. 

With respect to pharmaceuticals, Congressional Budget Office (CBO) analysts con- 
tinue to monitor the available evidence on the extent to which spending for prescrip- 
tion drugs might be offset by savings in other categories of health care costs (such as 
hospitals, physicians, and nursing homes). Existing research provides little insight 
into the overall effect of changes in prescription drug coverage. Several studies have 
suggested that giving speci fic drugs to particular classes of patients will reduce their 
spending for other health services, but it is unclear whether those results can be ap- 
plied to the general population. More broadly, determining what healthcare spending 
would have been in the absence of increased drug use presents substantial method- 
ological challenges. 

Whether measured in total or on a per capita basis, both government-financed and 
private-sector health care costs have grown rapidly over the past 30 years, outpacing 
the economy’s growth rate. Comparing cost growth in the private sector and in the 
Medicare program can be difficult because of the differences in the populations cov- 
ered and the benefits provided — particularly as those components change over time; 
as a result, even well-structured comparisons have shown differing rates of growth for 
periods of several years. Over the longer term, however, the data show roughly 
comparable growth rates for total health care costs for Medicare and the private sector 
(reflecting, in part, past legislative action aimed at bringing Medicare payments in 
line with market-based rates). 

MEDICARE TRENDS 

From 1970 to 2002, Medicare costs after adjusting for inflation increased more than 
eightfold. As a share of GDP, they rose from 0.7 percent in 1970 to 2.5 percent in 
2002 (based on CBO’s revised estimates). Although cost growth on a per-enrollee 
basis was volatile, it, too, generally rose by much more than the economy. Over the 
1970-2002 period, real costs per enrollee grew at approximately the rate of per capita 
GDP plus 2.8 percentage points — or more than twice the economy’s growth rate. 

The major elements in the Medicare program’s overall rise in costs have been in- 
creased enrollment (from 20 million beneficiaries in 1970 to 40 million this year) and 
the same factors that have led to increases in health care spending in the nation as a 
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whole — most notably, the development and diffusion of new medical technology. 
Other contributors to cost growth have been program expansions as a result of legisla- 
tive and administrative changes. 

In dollar terms, inpatient hospital care accounts for the largest portion of the Medi- 
care program’s growth. Expenditures for skilled nursing care and home health ser- 
vices, though constituting only 5 percent each of current program spending, have 
grown particularly rapidly. Real spending for those services increased at an average 
annual rate of about 12 percent from 1975 to 2001 , compared with an average annual 
rate of about 7 percent for total Medicare spending. 

HOW BIG IS THE PROBLEM? 

The convergence of an aging society and rapidly rising health care costs portends a 
very large long-term escalation of Medicare spending. For more than two decades, 
the program’s trustees have consistently projected long-range financing shortfalls and 
eventual insolvency of the larger of the two parts of Medicare, the Hospital Insurance 
(HI) trust fund. In the trustees’ latest report, the HI trust fund is projected to be de- 
pleted by 2026; over the next 75 years as a whole, the program would need 71 per- 
cent more resources than those provided under current law. In the 75th year, it would 
need over 200 percent more — under current law, its receipts would equal 3.4 percent 
of taxable payroll while its expenditures would equal 1 1.2 percent. 

The impact of the demographic shift is clearly illustrated by the trustees’ projection of 
a decreasing number of workers per HI beneficiary. In 1970, there were 4.6 workers 
for every recipient; today, there are 3.7. The trustees project that in 2030 and 2075, 
there will be 2.4 and 2.0 workers, respectively, per beneficiary. 

Important as these reports are, the trustees’ projections and “trust fund accounting” 
tell only part of the story of the program’s impact on federal budgetary resources and 
the economy in general. Trust funds are bookkeeping devices. As such, the Medi- 
care trust funds provide spending authority for the Treasury Department to make 
payments, but they do not generate the actual resources needed to make those pay- 
ments. Much of what is credited to trust fond accounts comes from payments or 
contributions from the government’s general fund — transactions that are simply inter- 
nal bookkeeping entries by the Treasury. 

More important, the trustees’ traditional measures of insolvency are not measures of 
the program’s impact on the economy. The best example of that is reflected in the 
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Figure 1, 
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financing of the Supplementary Medical Insurance (SMI) part of Medicare, three- 
quarters of which comprises general fund contributions that are intended to cover 
costs not met by enrollees’ premiums. Under those financing provisions, it is techni- 
cally infeasible for SMI to be projected insolvent, despite the fact that its costs are 
projected to rise from 1 percent of GDP today to 4.2 percent in 2075, a faster rate of 
growth than that projected for HI. 

To put the long-term outlook in a broader economic framework, CBO has projected 
the cost of Medicare as a share of GDP to show how much of the nation’s production 
of goods and services it estimates will be used to pay for the program. Using its 
recent baseline budget assumptions for the next 10 years and those of the Medicare 
trustees for the subsequent long-range period (to 2075) as a base case, CBO estimates 
that Medicare’s costs will rise from 2.5 percent of GDP in 2002 to 9.2 percent in 
2075 (see Figure 1). Approximately 30 percent of that growth is due to society’s 
aging; the remaining 70 percent is attributable to general growth in health care costs 
in excess of the rate of GDP growth. 

Another way of looking at that growth is to consider it in today’s context. If the 
Medicare program’s costs today accounted for 9.2 percent of GDP, they would equal 
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half of what is now spent under the entire federal budget. If the program’s higher 
costs were added to what is now expended, total federal receipts (which currently 
absorb about 18 percent of GDP) -would have to be one-third larger. And if those 
increased costs were paid for entirely through a payroll-based tax, the rate now set at 
15.3 percent on the earnings of most workers would have to more than double — a rise 
equal to roughly $6,000 per worker (that is, $3,000 each for the worker and his or her 
employer). 

RISKS TO THE OUTLOOK 

The most significant aspect of those projections is that annual growth of per capita 
Medicare spending is expected to increase faster than GDP but less quickly than in 
the past. CBO’s base-ease projection assumes that per capita Medicare spending will 
eventually rise 1 percentage point faster than the grow'th of GDP — a rate substantially 
slower than the 2.8 percentage-point “excess cost” rate that the program has experi- 
enced over the past 32 years. CBO’s assumption of an eventual deceleration in the 
relative rise of health care costs is consistent with that of the Medicare trustees (as 
well as others). But that assumption might be too optimistic, and even small vari- 
ances from it could have significant economic implications when costs are projected 
over long periods. 

For example, if CBO’s long-range projection had incorporated an excess-cost rate for 
Medicare that was 0.5 percentage points faster than was assumed in the base case, 
Medicare expenditures would be projected to grow to 5.4 percent of GDP in 2030 and 
13.2 percent in 2075, compared with the base-case projections of 4.7 percent and 9.2 
percent. Alternatively, if the growth rate was pegged to rise by 0.5 percent less than 
in the base case, Medicare spending would still reach 6.4 percent of GDP in 2075, or 
more than two and a half times its current share. Both assumptions imply much 
higher relative costs than those Medicare incurs today, but the spread of nearly 
7 percent (of GDP) between the two estimates provides some perspective on the 
uncertainty surrounding the program’s eventual share of the economy. 

Adding to that uncertainty is the potential for program expansions. Enacting a new 
prescription drug benefit, easing existing limits on payments to providers, and possi- 
bly expanding long-term care coverage would exacerbate both the rising long-range 
spending trajectory and the risks associated with the long-term outlook. 
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A FRAMEWORK FOR POLICY ANALYSIS 

Ultimately, the costs of Medicare, other forms of future retirement income and ser- 
vices, and consumption for the working-age population will be drawn from the econ- 
omy, The larger it is, the more easily retirement-related costs can be covered without 
cramping the lifestyles of workers. In that light, it would be beneficial to structure 
policies, to the extent possible, to minimize incentives for people to consume more at 
the expense of resources for investment. Medicare and related federal entitlement 
programs are heavily oriented toward consumption, and as their costs rise, they gener- 
ate pressures at odds with the savings and investment that constitute the core of eco- 
nomic growth. Program expansions by themselves would only increase the extent to 
which those pressures impinged on faster economic growth. If major changes to 
Medicare’s benefits are to be undertaken, both their value to program recipients and 
the strains they will place on the economy must be considered. 

The most effective approaches to constraining Medicare costs in the future — and to 
getting the greatest improvement in health for the money that is spent — are likely to 
be those that give beneficiaries and health care providers appropriate incentives to 
spend federal funds wisely. In particular, beneficiaries should have as many choices 
among providers and health plans as are feasible, but they should also be aware of 
and be sensitive to the consequences of those choices. Because Medicare — for all its 
massive size — constitutes only about 17 percent of national outlays for health care, 
efforts to improve its efficiency would stand a greater chance of success if they were 
generally consistent with the directions being taken in the larger health care system. 

POLICY OPTIONS: 

THE FUNDAMENTAL CHOICES ARE DIFFICULT 

Medicare is a popular program, so options to relieve these long-term fiscal pressures 
require difficult choices. Gamering public support to cut or constrain the program’s 
growth is difficult. Even in the face of the long-term fiscal strains described here, the 
momentum of late has been for program expansion. Taxes could be boosted, but 
doing so could impair economic growth, and if taxes were the sole means used to pay 
for Medicare, the resulting increase would be large. 

CBO has estimated the long-term impact of two measures to constrain the program’s 
growth (see Table 1). Gradually raising Medicare’s eligibility age from 65 to 70 
would adjust the program to reflect past and projected increases in longevity. On the 
basis of average longevity at the time, new retirees in 1970 could expect 16 years of 
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Table 1. 


Effects of Illustrative Options for Reducing Growth of Net Medicare Spending 


(As a percentage of GDP) 

2002 

2030 

2050 

2075 

Raise the Eligibility Age to 70 

n.a. 

-0.2 

-0.6 

-0.7 

Collect 50 Percent of SMI Costs from Enrollees 

n.a. 

-0.6 

-0.7 

-1.0 

Memorandum; 

Projected Gross Medicare Spending Under Current Policies 

2.5 

4.7 

6.5 

9.2 

Less: SMI Premiums 

0.3 

0.6 

0.7 

1.0 

Projected Net Medicare Spending Under Current Policies 

2.2 

4.2 

5.8 

8.2 


Source: Congressional Budget Office based on its January 2003 baseline budget projections and the 2002 report of the Medicare trustees. 
Notes: SMI “ Supplementary Medical Insurance (Part B of Medicare); n.a. = not applicable. 


The effects of each illustrative option are considered in isolation; if implemented together, the options would interact in ways that 
would reduce the combined savings. 


Medicare coverage. Today, new enrollees can expect 18 years of coverage. On the 
basis of current projections, those enrolling in 2030 will be able to expect nearly 20 
years. Such a change in the age of eligibility would constrain the program’s long- 
term spending trajectory and produce savings equal to 0.7 percent of GDP in 2075. 
Medicare’s overall costs would nevertheless climb from 2.5 percent of GDP in 2002 
to 8.5 percent of GDP in 2075. 

Doubling the SMI premium would similarly recognize and adjust for the increase in 
lifetime benefits as well as return the enrollee’s responsibility for that program’s 
financing to its original 50/50 split with the federal government. (Today, enrollees’ 
premiums cover only 25 percent of SMI’s costs.) This change would produce pro- 
gram savings equal to 1 percent of GDP in 2075. 

Although the options noted above seemingly constitute major reforms of Medicare, 
they would merely temper the rising program costs now projected. Even if measures 
were enacted that cut in half the projected rate of excess cost growth in Medicare, the 
program’s eventual share of GDP would still more than double, rising to 6.4 percent 
in 2075. 

Other approaches would raise beneficiaries’ cost sharing for services, reduce provid- 
ers’ payments, employ disease management and case management, and introduce 
greater competition to the Medicare market. For example, one alternative would limit 
what Medicare contributes toward health care expenses. A defined contribution 
could strengthen consumers’ and providers’ incentives to seek efficient modes of 
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care. Depending on the level of the benefit and the response of consumers, providers, 
and health plans, such an approach might (but would not necessarily) increase the 
costs borne by beneficiaries. A related approach would be to stimulate private health 
plans to compete through premiums to a greater degree than they do under current 
policies. Such an approach might reduce costs to the extent that it gave beneficiaries 
suitable encouragement to join efficient health plans and provided structured incen- 
tives to induce private plans to negotiate rates with providers that grew more slowly 
than Medicare’s current-law payment rates. However, there is little experience on 
which to base long-range estimates of the cost savings from introducing competitive 
approaches to Medicare or to assess their effects on beneficiaries. 1 

CONCLUSION: BETTER TO ACT SOONER 
RATHER THAN LATER 

Without changes to Medicare — and to other federal programs — the aging of the baby- 
boom generation will cause a substantial deterioration in the fiscal position of the 
U.S. government. The sooner we begin to address that problem, the better off we will 
be. Implementing gradual action today avoids the need for precipitous and disruptive 
action later — which could take the form of either sudden large constraints on benefits 
or large increases in taxes that depress marginal work effort and incentives to invest. 
Phasing in program changes allows for gradual accommodation and time to promote 
alternatives for the recipient population. And it gives time for the public to modify its 
expectations and for people to adjust their work and saving behavior. 

Most important, taking action now to moderate the long-range spending pressures 
would lessen the risks of large tax increases or unsustainable borrowing and thus en- 
hance t he economic prospects of future generations. Of course, reducing the growth 
of benefits means lower future payments than those currently scheduled. However, 
the alternative of doing nothing now could also mean lower future benefits. The 
potential strain on overall budgetary resources — resources for all other government 
activities — when the baby boomers start to reach age 65 eight years from now, and 
Medicare expenditures begin their rapid ascent, may cause lawmakers to curb Medi- 
care spending. Taxes and premiums for Medicare are already lower than the pro- 
gram’s expenditures (for HI and SMI combined). That gap — now about $89 bil- 
lion — is projected to grow to $191 billion by 2013. 


1 , Chapter4 of CBO’s recent publication Budget Options (March 2003) discusses in more detail approaches to slow 

the growth of both Social Security and Medicare. 
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Looking more broadly, spending for Medicare, Medicaid, and Social Security — the 
three federal entitlement programs most directly affected by the looming population 
trends— now absorbs 8 percent of GDP. If CBO’s projections hold, that figure will 
rise to 14 percent of GDP by 2030. Beyond that year, spending pressures will inten- 
sify, with longevity continuing to increase and health costs continuing to grow. 
Simply weathering the demographic surge of the baby-boom generation will not be 
enough to restore the federal government’s fiscal posture to its recent norms. By 
2075, CBO projects, the cost of the three programs could climb to 21 percent of 
GDP, the largest portion of which would be attributable to Medicare. To accommo- 
date the increase in spending, either taxes would need to be raised dramatically, 
spending on other federal programs would have to be curtailed severely, or federal 
borrowing would soar. 

Economic growth is the principal engine to ensure that future retirement needs can be 
met. However, there is no free lunch. Effective measures will not necessarily be 
popular measures, and the longer they are deferred, the harder they will be to enact, 
as those affected grow as a share of the population. 
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Mr. Chairman and members of the Joint Economic Committee: Thank you for inviting me to 
appear before you. My name is Gail Wilensky. I am a senior fellow at Project HOPE, an 
international health education foundation and I am also Co-Chair of the President’s Task Force 
to Improve Health Care Delivery for our Nation’s Veterans. I have previously served as the 
Administrator of the Health Care Financing Administration (now the Centers for Medicare and 
Medicaid Services) and also chaired the Medicare Payment Advisory Commission. My 
testimony today reflects my views as an economist and a health policy analyst as well as my 
experiences directing HCFA. I am not here in any official capacity and should not be regarded 
as representing the position of either Project HOPE or the Presidential Task Force. 

My testimony today discusses Medicare’s long-term financial viability, given the impending 
retirement of 78 million baby-boomers, the effects of adding a Medicare prescription drug 
benefit, with and without further modernization of the Medicare program and an assessment of 
how well traditional Medicare has restrained spending compared to both private insurance and to 
other large public purchasers that use a more market-oriented approach. 

Medicare’s Long Term Financial Viability 

The financial challenges to Medicare are well known and documented annually in the annual 
report of the Social Security and Medicare Board of Trustees. The 2003 report on the status of 
the Medicare program was issued last month In their message to the public, the trustees indicate 
that although the program is currently running a surplus, its fundamental financial status remains 
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highly problematic and that deficits to the Social Security and Medicare trust funds are both 
projected to grow at unsustainable rates. 

Medicare is currently spending about $250 billion for 39 million aged and disabled Americans 
and spending on Medicare is expected to grow at an annual rate of a little over 7 percent over the 
next decade. This rate is almost 2 percent faster than the expected annual growth in GDP. After 
2012, difference between the Trust Fund’s tax income and its expenditures is expected to grow 
by a rapidly expanding margin. 

The long-term outlook for Medicare is primarily driven by demographics. The changing 
demographics associated with the retirement of 78 million baby-boomers between the years of 
2010 and 2030, the expected longevity of the boomers and the smaller cohorts from the baby- 
bust generation that followed them means that just as the ranks of beneficiaries begins to surge, 
the ratio of workers to beneficiaries will begin to decline. 

The strong economy of the last decade combined with the slow growth in Medicare expenditures 
from FY 1998-2000 has provided more years of solvency to the Medicare Trust Fund than was 
initially projected. However, the Medicare or HI Trust Fund is now projected to become 
insolvent in 2026, four years earlier than was projected last year. Similarly, HI expenditures are 
now predicted to face a cash flow deficit as early as 2013, rather than in 2016 as was predicted 
last year. These unfavorable changes relative to last year reflect the combined effects of a drop 
in payroll tax income and higher than expected hospital expenditures during the year. 
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As important as issues of Medicare Trust Fund solvency are, however, the frequent focus only on 
the HI Trust Fund as a reflection of Medicare’s fiscal health is unhelpful and misleading. SMI or 
Part B of Medicare, which is financed 75 percent by general revenues and 25 percent by 
premiums paid by seniors is a large and growing part of Medicare. Part B currently represents 
about 42 percent of total Medicare expenditures and is expected to grow to 46 percent of total 
Medicare expenditures by the end of a decade. With Part B not only growing faster than the 
Trust Fund expenditures but substantially faster than the economy as a whole, it means that 
pressure on general revenue from Part B growth will continue in the future even though it will be 
less observable than HI pressure. It also means that not controlling for Part B expenditures will 
mean fewer dollars available to support other government programs. 

Medicare Prescription Drug Benefit 

The most publicized problem of Medicare is its outdated benefit package. Unlike almost any 
other health plan that would be purchased today. Medicare effectively has no outpatient drug 
coverage. Medicare also has no protection against very large medical expenses. The reason 
Medicare’s benefits exclude outpatient prescription drug coverage and stop-loss protection is that 
traditional Medicare is modeled after the Blue Cross/Blue Shield plans of the 1960s and these 
coverage elements were not included in most insurance plans of the 1 960s. 

A variety of prescription drug bills have been proposed in the Congress over the past several 
years. These bills have differed in terms of their coverage and enrollment policies, the amounts 
and types of cost sharing, the ways in which payments are reimbursed and costs are controlled, 
and the administration of program. Not surprisingly, the cost of the bills has varied widely as 
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well — from as little as $1 90 billion to as much as $800- $900 billion over ten years. The Bush 
administration recently proposed a drug benefit estimated to cost almost $400 billion over ten 
years as part of its larger effort to modernize the Medicare program. This is somewhat more than 
either the prescription drug bill passed by the House of Representatives last year or the Tri- 
partisan bill developed by the Senate. 

Estimates of the likely cost of a major new benefit should be regarded with some caution. Our 
history of being able to estimate the costs of major new benefits, none of which were ever as 
large as what is being contemplated for prescription drugs, is not promising. The cost of the 
ESRD (end-stage renal disease) program introduced in 1972 was severely under-estimated, and 
the estimated cost of the prescription drug component of the Medicare catastrophic bill doubled 
from the time it was passed in June of 1988 to the time it was repealed in August of 1989, and 
that was without any benefits actually ever being provided. 

Some Next Steps 

The Congress should be cautious about adding major new commitments to a program like 
Medicare when it is unclear how the benefits already promised are going to be financed. It is 
also important for the Congress to recognize that an outdated benefits package is not Medicare’s 
only problem. 

There are serious inequities associated with the current Medicare program. The amount 
Medicare spends on behalf of seniors varies substantially across the country, far more than can 
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be accounted for by differences in the cost of living or differences in health-status among 
seniors. Seniors and others pay into the program on the basis of income and wages and pay the 
same premium for Part B services. The large variation in spending for Medicare means there are 
substantial cross-subsidies from people living in low medical cost areas and areas with 
conservative practice styles to people living in higher medical cost areas and areas with 
aggressive practice styles. The Congress and the public are aware of these differences because 
of the differences in premiums paid to Medicare+Choice plans but seem unaware that the 
differences in spending in traditional Medicare is now even greater than the variation in 
Medicare+Choice premiums. 

The provider community has also been complaining bitterly about both payment inadequacies 
and also about the administrative complexities associated with Medicare. Particular concern has 
been raised about the reduced payments to physicians and whether access to physician care for 
seniors is in danger of being jeopardized. Payment rates to physicians were reduced by more 
than 5 percent for FY2002 and would have been reduced by an additional 4.4 percent this month, 
had it not been for the action recently taken by the Congress. Even with the change, payments 
are expected to decline again next year if additional changes aren’t made to the way physician 
payments are calculated. Reductions in payments for nursing homes and home health care have 
also raised issues of future compromises in care although to date there has not been evidence to 
suggest access to care in either of these areas has become a problem for seniors. 

Provider complaints about administrative complexities have been almost as great as their 
complaints about the levels of payments. Although none of these are new issues, providers have 
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become increasingly vocal about these concerns. Among the many complaints that have been 
raised — uncertainty about proper billing and coding, inadequate and incomplete information 
from contractors and discrepancies in treatment across contractors seems to be at the top of most 
lists. A report released by the General Accounting Office last year verified the validity of many 
of the complaints. 

Although I believe it is important to pass a reformed Medicare program and that a reformed 
Medicare should include outpatient prescription drug coverage, I also believe that adding this 
benefit to the Medicare program that now exists is not the place to start the reform process. 

There are a variety of problems that need to be addressed in order to modernize Medicare to 
accommodate the needs of retiring baby-boomers and to make the program financially viable. 

To introduce a costly new benefit that would substantially increase the spending of a program 
that is already financially fragile, without addressing the other areas of reform, is unwise. 

What Have We Learned About Controlling Spending in Medicare? 

In considering future options for Medicare, it is useful to review past attempts to control 
spending in Medicare and to compare spending under the traditional Medicare program with 
spending by other payers. Medicare is based on an administered pricing system which means 
that reimbursements are set by the government rather than by using a market-based system. 
Sometimes reimbursement in Medicare is set at the unit level, as is the case for physician and lab 
services and sometimes reimbursement is bundled into a larger package, as it is for hospitals and 
for home care. Sometimes reimbursement is set so as to reflect historical costs (as was the case 
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for inpatient hospital spending) and sometimes reimbursement is set to reflect perceptions of 
what reimbursement “should be”, such as is the case with the resource-based relative value scale 
used to reimburse physician services. 

In the past, most of Medicare’s attempts to control spending have been directed almost 
exclusively towards providers. Since Medicare provides seniors with a defined benefit that 
covers all that is “medically necessary” within a given set of services, this means that for the 
services covered by Medicare, the promise is essentially open-ended. The 20 percent co- 
payment on Part B services, that otherwise would influence patient use of services, has been 
effectively nullified by coverage supplementary to Medicare. Between Medicaid, purchased 
Medigap insurance and retiree insurance provided by former employers, almost all seniors are 
shielded from Part B co-pays as well as the one-day deductible for inpatient hospital stays. The 
result is that seniors are not very sensitive to the costs of care covered by Medicare. 

How well has the public sector done controlling Medicare spending? In part, it depends on 
which period is being considered and in part it depends on what comparisons are being used. 
Using the information presented in MedPAC’s most recent report to Congress provides some 
interesting insights. In general, growth rates per enrollee over long periods have been roughly 
comparable, no matter what the comparison. This statement is least true when the comparison is 
between Medicare and private insurance and more true when the comparison is between 
Medicare and other large public purchasers such as the Federal Employees Health Benefits 
(FEHBP) or the California Public Employees’ Retirement System (CalPERS), which seems to 
me to be the more relevant comparison. 
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When the comparison is between Medicare and private insurance. Medicare spending grew at a 
slower rate per enrollee over the long term, even when prescription drug spending is subtracted 
from private insurance. Of course, coverage in the private sector was also increased substantially 
during this period, which makes the comparison between spending on Medicare and spending for 
private insurance even messier than such comparisons are usually. The more relevant 
comparison is between Medicare and FEHBP or CalPERS since like Medicare, both of these are 
large public purchasers. Both of these public purchasers use a more market-oriented approach in 
their contracting with private insurance plans for employee health coverage than does Medicare. 
Both did about as well as Medicare over the last ten years, FEHBP not quite as well and 
CalPERS slightly better. Both, of course, provide outpatient prescription drug coverage, -which 
means they have had to deal with rapid spending increases in prescription drug spending over the 
last several years, unlike Medicare. 

Conclusions 

Comparing the experience of Medicare with spending by other large public purchasers leads me 
to several conclusions. First, administered pricing systems can control or moderate spending, 
particularly following the introduction of major regulatory changes. The larger the change, the 
bigger the potential for a slowdown in spending, if for no other reason than disruption to usual 
business practices. The Balanced Budget Act (BBA) was clearly the granddaddy of all changes 
to Medicare. Prospective payment systems were legislated for outpatient hospital care, nursing 
home and home care and increased physician spending was restricted to the growth in the overall 
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economy. It should not be a surprise then that spending slowed dramatically although probably a 
large part of the unanticipated slowdown in Medicare spending following the passage of BBA 
reflects a response to aggressive antifraud actions by the government. 

Second, certain types of controls can moderate spending indefinitely, if there is the political will 
to keep them in place. The sustainable growth rate provision in physician reimbursement, which 
limits growth in physician spending in Medicare to the growth in the economy, will limit 
spending, if it is followed. It, like the “fail-safe” caps in the 1995 Medicare Preservation Act, 
operates by brute force. Reimbursements are reduced across all payment categories until the 
targeted level of spending is achieved. Unlike most other controls in Medicare that directly 
affect only price, spending caps that include price and quantity controls, will control spending. 
The results can be harsh and may be regarded as unfair, since the controls affect all providers 
within the category, without distinguishing between those that are regarded as the “good” 
providers (on whatever basis) from the rest of the providers. Sustaining this type of control in 
Medicare, particularly once it is perceived as potentially affecting access, is very difficult in the 
U.S. as the recent change in physician payment makes clear. 

Third, attempts to affect spending that focus only on changing provider behavior produce less 
leverage than strategies that affect both the behavior of providers and seniors. This is especially 
a problem if strategies are already in place that shield seniors from the cost of using more or 
higher priced services. Admittedly, this is how most countries control spending but attempting 
to moderate Medicare spending only on the supply side is like slamming on the brakes while still 
depressing the gas pedal. 
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I believe the Congress should consider using a structure similar to the Federal Employees Health 
Benefit Plan (FEHBP) for Medicare. This model, where the government’s payments on behalf 
of an individual would not vary with the type of plan that is selected, is consistent with the work 
of the Bipartisan Commission for the Future of Medicare which was subsequently translated into 
legislative language in a bill proposed by Senators Breaux and Frist. It is also consistent with the 
principles articulated by President Bush. 

The FEHBP structure is not a panacea for Medicare’s problems but I believe it would provide for 
a more financially stable and viable program. It would provide incentives for seniors to choose 
efficient health plans and/or providers and better incentives for health care providers to produce 
high quality, low-cost care. This type of program, particularly if provisions are made to protect 
the frailest and most vulnerable seniors, would allow seniors to choose among competing private 
plans, including a modernized fee-for-service Medicare program for the plan that best suits their 
needs. 

I recognize that the FEHBP is controversial with some in Congress, particularly because of the 
difficulties that the Medicare+Choice program has been having. It is important to understand, 
however, that many of the problems of the Medicare+Choice program reflect the decision by the 
Congress to encourage the expansion of plans in underserved areas by limiting the increase for 
plans with most of the enrollees to 2 percent per year, even though their costs were increasing at 
a rate that was several times that amount. In addition, Medicare+Choice plans have faced 
additional regulatory burdens as well as substantial uncertainties about future changes in 
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regulation. Combined, these factors have helped transform what had been a vibrant, rapidly 
growing sector into a stagnant and troubled one. 

As we contemplate a Medicare program for the 21 s ' Century, it is important to understand that 
the people who will be reaching 65 during this decade as well as the baby-boomers, themselves, 
have had very different experiences compared to today’s seniors. Most of them have had health 
plans involving some form of managed care, many of them have had at least some experience 
choosing among health plans, most have had more education than their parents and many will 
have more income and assets. The biggest change involves the women who will be turning 65. 
Most of these women will have had substantial periods in the labor force, many will have had 
direct experience with employer-sponsored insurance and at least some will have their own 
pensions and income as they reach retirement age. This means that we need to think about 
tomorrow’s seniors as a different generation, with different experiences, with potentially 
different health problems and if we start the reform process soon, with different expectations. 
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THE EXPERIENCE OF OECD COUNTRIES IN COPING WITH RISING HEALTH COSTS 


Statement of John P. Martin 
Director for Employment, Labour and Social Affairs 
Organization for Economic Cooperation and Development 
(OECD) 


Before the Joint Economic Committee 


April 10, 2003 


Chairman Bennett, Representative Stark, distinguished committee members, I am John Martin, 
Director for Employment, Labour and Social Affairs of the Organization for Economic Cooperation and 
Development. I am pleased to be here with you today to discuss the experience of OECD member 
countries in coping with rising health costs. 

The Medicare program faces economic challenges that are common to many publicly financed 
health insurance programs across industrialized countries. In my testimony today, I will describe those 
challenges, the general approaches that have been used to deal with them, and the extent to which those, 
efforts have been successful. My testimony is based on a recent OECD study of the health system reform 
experience across OECD countries and on a comparative evaluation of the US health system that was 
published in last year’s OECD Economic Survey of the United States. It also draws upon recent OECD 
work to assess the impact of population aging on future health spending. 
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OECD countries face 
rising health costs, with 
the United States the 
biggest spender. 


Health spending growth 
reflects rising incomes. 


Advances in medical 
technology are a major 
driver. 


Population aging will 
also drive health 
spending higher... 


1. HEALTH SPENDING TRENDS IN OECD COUNTRIES 

Health care represents a growing share of OECD countries’ economies 
(Table 1). In 2000, health expenditure represented an average of 8.4 percent of 
GDP, up from 7,7percent in 1990 and 7.1 percent in 1980. u 
The United States, spending 13.0 percent of GDP on health in 2000, devotes a 
greater share of resources to health than any other OECD country. 3 The next 
highest-spending nations, Switzerland and Germany, came in at 10.7 and 
10.6 percent, respectively, in that year. 

Growth in health spending that outpaces overall economic growth is attributed 
to several factors. Importantly, per capita health spending is linked to per 
capita growth in GDP. The effect of income on health spending appears to 
reflect income’s impact on both volume and price of services, in that both the 
amount of health care consumption and the relatively labor-intensive prices of 
health services tend to increase with growth in national income. In general, 
OECD countries with higher per capita GDP tend to spend more per capita on 
health (Figure 1). However, there is significant variation across countries, 
which may partly reflect policy decisions regarding appropriate spending 
levels and the perceived value of additional spending on health relative to other 
goods and services. 

Advances in the capability of medicine to treat and prevent health conditions 
are widely agreed to be the greatest underlying factor driving health cost 
growth. Recent developments in imaging, biotechnology, and pharmacology 
suggest that this trend is likely to continue. 

Population aging is also expected to play an important role in driving future 
growth in health spending. Health-care costs tend to increase sharply with age 
beginning at about age 45, tending to fall back at age 80 or 85. Assuming 
current age-related cost patterns hold over time and that spending is unaffected 
by other factors, the OECD projects that total health-care spending will 
increase by an average of nearly 2 percent of GDP over the period 2000 — 
2050 as a direct result of population aging. 4 


1 OECD Health Data , a compilation of internationally comparable statistics on health spending, health, and health 
systems, is issued annually as a CD ROM. Analyses based on the data, including tables, charts, and 
supporting explanations, are published by the OECD in Health at a Glance. 


2 Reflecting the availability of comparable data across years, these averages refer to 19 of the 30 OECD countries. 


3 2000 is the latest year for which internationally comparable data on health spending arc currently available. 


4 These projections are based on data from 1 8 OECD countries, not including the United States. 
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Public Sector Spending on Health 

In most OECD countries, concern about health cost growth reflects the 
pressure such growth places on public budgets. Given the predominance of 
publicly financed health insurance coverage or direct public financing of care 
in most OECD countries, the public sector accounts for the greatest part of 
health spending in all countries except Korea, Mexico, and the United States 
(Figure 2). Nevertheless, the United States’ public sector spends as much per 
capita on health as the average OECD country spends in total (public and 
private), even though only about one-quarter of Americans are publicly 
insured.* 

2. APPROACHES TO HEALTH COST-CONTAINMENT IN OECD 
COUNTRIES 

Faced with a rising trend in their health spending, most OECD countries have 
sought to rein in this growth over the past two decades. Typically, the 
approaches used to slow the growth in public-sector spending have relied on 
three types of policies: ( 1 ) regulation of prices, input resources, and (to a lesser 
extent) health care service volumes; (2) caps on health spending, either overall 
or by sector; and (3) shifts of costs onto the private sector. 

Administered pricing and controls on health care production inputs 

Price and wage controls Most countries regulate health-sector prices and/or service volumes in some 
are common. fishion. Wage controls are prevalent in systems where most of the health care 

workers are public-sector employees, as they are in the Nordic countries, 
Greece, Italy, and Portugal. In other systems, prices for medical services, 
supplies, and institutional care are usually set administratively, as in the 
US Medicare program, or governments provide oversight on prices agreed 
between health-care purchasers and providers. Most countries take steps to 
influence service volumes, ranging from controls over medical school 
admissions and other workforce policies to more direct efforts to control 
hospital sector capacity. 

Such tools can he While such tools can curb spending growth, the impact of price controls on 
effective, although they health expenditure can be limited by provider responses, as experience has 
have limits. shown that health care providers respond to the economic incentives 

established in payment systems. For example, to compensate for price limits, 
practitioners may increase the volume of services provided or change the mix 
of services to include more of those paid at a higher rate. Sometimes services 
are shifted into sectors or systems where there arc no price controls, something 
that has occurred in some countries where public and private programs operate 
side-by-side, as in Greece and Ireland. 6 And patients may be up-coded to 
higher level payment classifications, where such differentiation is built into 
payment systems. Thus, the success of price controls as a cost-containment 


5 Those covered by public insurance in the United States include elderly and disabled persons, who are relatively 
high users of health care. 


... putting further 
pressure on public 
budgets. 


Several approaches 
have been used to rein 
in spending. 


6 In Eastern Europe, where over-supply of health care resources is a legacy from the communist era, prices and 
wages in the health sector remain low and under-the-table gratuity payments to providers are common. 
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tool depends on the extent to which payment systems can be gamed, the 
administrative costs associated with their use, and whether prices are set at 
levels that correspond to the costs of health care delivery by an efficient 
provider. A more important limitation over the longer term is that long periods 
of wage or price restraint can seriously limit the ability of the health-care 
sector to attract qualified personnel and maintain health care capacity 

Budget caps 

Budget caps are also Budgetary caps or controls have been widely used as an instrument for 
widely used containing expenditure. Initially, these were directed at the hospital sector, the 

most costly element of the system. They were subsequently extended to other 
providers and suppliers so as to improve ability to control overall expenditure, 
particularly given the potential for substitution across sectors. Spending 
controls now often include global budgets spanning all components of public 
spending on health and supplementary spending caps on ambulatory care and 
pharmaceuticals. 

In general, use of budgetary caps to control spending appears to have been 
most successful in countries where health care delivery is a public-sector 
responsibility - as in Denmark, Ireland, and New Zealand - and in single- 
payer countries, like Canada. Where budget limits are firm and enforceable, 
they can serve as a powerful tool to limit spending. However, top-down 
spending constraints in the form of budget caps can also have undesirable 
incentive effects in that they can provide little incentive for providers to make 
efficiency gains or increase productivity. For example, fixed budget ceilings 
encourage providers and suppliers to spend up to the ceiling. Setting budgets 
based on historical costs may favor inefficient providers and penalize efficient 
ones. As a consequence, OECD countries have been moving increasingly to 
combine budget caps with measures that take account of levels of output and 
relative efficiency across hospitals. 


They also can be 
effective, although they 
risk undesired side- 
effects. 
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Cost shifting to patients 

Although the degree varies across countries, an increase in cost-sharing for 
medical care has been a common feature over the 1980s and, particularly, 
the 1990s. Greater cost-sharing has mainly affected pharmaceuticals, while 
patient payments for inpatient and doctor visits have been less widespread.’ 
The number of drugs not reimbursed has increased, mainly for “comfort” drugs 
or those without proven therapeutic value. The degree of cost-sharing has been 
increased for many others. In a number of cases, flat-rate payments per 
prescription have been established. Reference price systems have also been 
introduced in a number of countries. These arrangements increase cost-sharing 
for individuals using branded or higher cost products while assuring access to 
less costly generic drugs. 


... and the public share Cost-sharing measures appear to have had an impact on the share of public 
of total spending fell spending in total spending (Table 2). Following large increases relating to the 
slightly. expansion of public health insurance programs in the 1970s, the increase in the 

public share of total health spending slowed markedly in the 1980s. 
Between 1990 and 2000, the average share of total health spending represented 
by the public sector declined slightly from 72.5 percent to 71.5 percent. 8 

3. THE EFFECTS OF COST-CONTROL INITIATIVES 


Spending growth has Cost-containment efforts such as those described above coincided with a 
slowed. decline in the rate of spending growth across many OECD countries. On 

average, there has been a fall in the rate of growth in health expenditures 
across OECD countries over the past three decades: the average annual growth 
rate dropped from 6 percent in the 1970s to 3.2 percent in the 1980s and to 
3 percent in the 1990s. Nonetheless, while spending growth has slowed 
considerably over the past two decades, health spending continues to grow at 
rates exceeding overall economic growth in many OECD countries. 5 

Such growth is not necessarily problematic from a policy perspective. Indeed, 
an emerging dilemma facing governments after this period of restraint is 
judging the “appropriate” level of health spending. On the one hand, social 
welfare may well be improved by increased government spending, particularly 
if demand for health-care services tends to rise more rapidly than income and if 
the cost of technological change is more than compensated by improvements in 
the quality of care and resulting outcomes. On the other hand, the economics 


Judging the 
appropriateness of 
spending levels is 
challenging. 


1 Such policies presumably reflect the higher price elasticity for pharmaceutical drugs than for ambulatory and, 
particularly, for hospital care. 


s The average dropped over the decade in 1 8 of 27 countries for which data are available and remained constant in 
one country. Those countries where the public share increased tended to be those, like the United States, 
Mexico, Portugal, and Turkey, in which the public share was lower than the OECD average in 1990. 
Hence, the tendency has been toward a reduction in the extent of variation across countries. 


9 In many countries, including the United States, growth rates picked up at the end of the 1 990s and this trend 
appears to have continued in the early part of this decade. In a few cases, this growth coincided with 
deliberate policies to increase spending. 
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Large differences in 
inputs, practice patterns 
and outcomes exist 
across OECD countries. 


Hence, improved 
efficiency is a major 
focus of current health 
reforms. 


Better purchasing 
arrangements and 
experiments to enhance 
competition have been 
tried. 


of the health sector, typically characterized by market failures and heavy 
public intervention, suggest a risk of excess or misallocated spending, with 
equivalent health outcomes possibly attainable at lower cost. 

4. NEW DIRECTIONS FOR REFORM: THE MOVE TO 
COST-EFFICIENCY ORIENTED REFORMS 

Although the efficiency of health-care systems ( i.e achievement of maximum 
outputs for a given level of spending or achievement of comparable outputs at 
lower cost) is hard to measure, evidence suggests that there are large 
differences across OECD countries — and even within countries -- in what is 
produced, in the way that it is produced, and in the resulting impacts on health 
outcomes. The level of capital and human resources employed in the health 
sector shows wide variation across countries . 10 In addition, there are as many 
different combinations of spending on ambulatory and inpatient care as there 
are countries and there are also very different levels of specialist care and use 
of pharmaceuticals. For any given health condition, wide differences also exist 
in the treatment and in the intensity of care {practice patterns), both within and 
between countries . 1 1 

Improvements in the efficiency of health systems have been an important focus 
of reforms in OECD countries, particularly over the past decade or so and 
these efforts are continuing today. Improved efficiency is desired both to 
offset the budgetary impact of increased demand for health care and to 
improve the return on health spending. Reforms to-date have focused on 
modifying payment arrangements so as to better align the incentives of health- 
care providers - and, in some cases, patients - with efficient production and 
use of health services. There has also been increased interest — although less 
experimentation — in introducing to the health sector more of the elements 
found in normal economic markets, such as competition among health care 
providers or insurance funds, and greater use of price signals. 

In countries with health systems in which the financing and delivery of health 
care is an integrated, public-sector function, efficiency-related reforms have 
included: 

• making a greater separation between the health-care purchasing and 
providing functions with the introduction of clearer contractual 
relations and better indicators of what and how much is to be 
supplied; 

• better aligning payment incentives with objectives for provider 
performance; 


10 For instance, the number of practicing physicians per 1 000 population in 2000 averaged 3.0 across the OECD, 
with a standard deviation of 1.0. The United States, at 2.8, stood at slightly below the OECD average. 
However, this rate does not take into account differences in productivity and how resources are deployed. 


11 Recent OECD work evaluated differences across countries in practice patterns, resources, and outcomes for 

ischaemic heart disease, breast cancer, and stroke. Proceedings from the project’s concluding workshop 
will be published by the OECD later this month as A Disease-Based Comparison of Health Systems: What 
is Best and at What Cost? 
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Policies to create a 
purchaser - provider 
split have been 
sustained, but efforts to 
foster competition 
among providers have 
been less successful. 


New provider payment 
systems can improve 
efficiency. 


But efforts to increase 
competition among 
insurers have yielded 
mixed results. 


While managed care 
has had some success 
in the U.S, other 
countries are wary of it 


• decentralizing decision-making in efforts to better match local supply 
and demand; and 

• introducing greater competition among providers. 

While the potential impact of such policies on efficiency has most often been 
dampened by tight spending limits and supply constraints, policies aimed at 
creating a purchaser-provider split and decentralization reforms have usually 
been sustained. However, experiments designed to foster competition among 
providers, which have also been undertaken in multiple-payer systems, have 
been less successful and reforms have been reversed in those countries 
(&g.,New Zealand, Sweden, and the United Kingdom) where they were 
introduced. Failures partly reflected tight supply conditions and monopoly 
positions of providers in local health care markets, strong information 
asymmetries, and lack of sufficiently skilled purchasers. Positive results from 
competition probably require establishing market conditions conducive to 
competition, better purchasing capacity, and the information base needed to 
appropriately set and monitor contracts. 

One seemingly successful area of efficiency-oriented reforms has been in the 
area of provider payments. New payment systems can enhance productivity if 
introduced carefully. For example, output-related prospective payment 
systems — notably hospital payment systems that assign a payment rate based 
primarily on diagnosis, rather than length of stay — encourage providers to 
minimize costs. They can avoid adverse effects on patient care if associated 
prices are set correctly and there is appropriate control of quality and of 
strategic provider behavior. 

Experience with efforts to increase competition among insurers, the most 
salient feature of reforms in multiple-payer systems, is mixed. In the few 
countries where such reforms have been introduced - Belgium, the Czech 
Republic, the Netherlands, and Germany- there is some evidence that 
increased insurance market competition may have had some positive effects by 
narrowing the premia across insurers, encouraging better service and 
instituting incentives for administrative cost reduction. 12 However, as in the 
United States, market segmentation by risk can be problematic where insurers 
can benefit from enrolling better risks because of inadequate payment 
adjustment methods. In addition, price negotiation and selective contracting 
among providers by competing insurers appears to have been successful in 
slowing cost growth under some circumstances. 

Experience from the United States suggests that managed-care arrangements, 
under which patients accept some limitations on choice of providers and 
services, may be particularly adept at increasing efficiency by containing costs 
without harming health outcomes. However, managed care continues to be 
viewed warily by policy makers in many OECD countries and many countries 
therefore limit insurers’ ability to contract selectively. In line with the recent 
trend in the United States, the overall OECD trend has been to increase, rather 
than decrease, patient choice of provider and treatment. At the same time, a 
number of countries are introducing patient-oriented economic incentives 


11 Switzerland also has private health insurance markets and allows consumer switching. However, in Switzerland, 
there appears to be considerable consumer loyalty to individual funds and, despite very large differences 
in premiums, consumer flows from high to low-cost funds have been limited. 
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- such as reference pricing systems for prescription drags — that give patients 
incentives to make economical choices among alternative services. 

S. LOOKING AHEAD 

There are no universal Experience has shown that there is no one-size fits all solution to problems 
solutions. with escalating health-care costs and health-system inefficiencies. Trade-offs 

across policy goals — between containing costs and improving health system 
responsiveness, for example - may be inherent in some policy decisions. In 
many cases, decisions about which path to pursue in undertaking reforms 
depend largely on decisions about the relative weights to apply to policy goals 
such as promoting adequate and equitable access to services, ensuring delivery 
of safe and effective care, and containing the rate of growth in spending. 

As OECD countries look to the future, they increasingly recognize that further 
growth in health costs is likely, reflecting rising incomes and demand for care, 
aging populations, and continued improvements in the capacity of medicine to 
allay disability and disease. Policy makers will therefore need to ensure that 
health financing systems are prepared to meet the growing burden with the 
minimum impact on economic growth, taking into account horizontal and 
vertical equity considerations. 

Investments geared OECD countries are increasingly recognizing that efforts to improve the value 
toward efficiency gains of health spending may require additional investments in the short term. We 

are under way. have seen increased attention to building better health information systems, 

developing improved measures of health system performance, improving 
payment systems so as to better align economic incentives with desired 
outputs, and investigating the factors explaining differences in health system 
performance. 

Mr. Chairman, this concludes my statement. I would be pleased to answer any questions you or other 
committee members may have at this time. 


Further health 
spending growth is 
expected. 
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Figure 1. Per capita GDP and per capita health expenditure, 2000 
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Figure 2. Per capita expenditure on health, 2000, in USS PPPs 
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Table 1: Total health expenditure as a percentage of GDP, 1970 - 2000 

Change 



1970" 

1980 

199# 

2000" 

1970-1980 

1980-1990 

1990-2000^ 

Australia 

5.6 

7.0 

7.8 

83 

1.4 

0.8 

0.5 

Austria 

53 

7.6 

7.1 

8.0 

23 

-0.5 

0.9 

Belgium 

4.0 

6.4 

7.4 

8.7 

2.4 

1.0 

1.3 

Canada 

7.0 

7.1 

9.0 

9.1 

0.1 

1.9 

0.1 

Czech Republic 

•• 


5.0 

7.2 

•• 

- 

2.2 

Denmark 

8.0 

9.1 

8.5 

83 

1.1 

-0.6 

-0.2 

Finland 

5.6 

6.4 

7.9 

6.6 

0.8 

1.5 

-1.3 

France 

.. 

.. 

8.6 

9.5 


.. 

0.9 

Germany 

63 

8.8 

8.7 

10.6 

2.5 

-0.1 

0.7 

Greece 

6.1 

6.6 

73 

8.3 

0.5 

0.9 

0.8 

Hungary 

.. 

.. 

7.1 

6.8 



-0.3 

Iceland 

4.9 

6.1 

7.9 

8.9 

1.2 

1.8 

1.0 

Ireland 

5.1 

8.4 

6.6 

6.7 

3.3 

-1.8 

0.1 

Italy 

.. 

.. 

8.0 

8.1 

.. 

.. 

0.1 

Japan 

4.5 

6.4 

5.9 

7.8 

1.9 

-0.5 

1.9 

Korea 

.. 

.. 

4.8 

5.9 


.. 

1.1 

Luxembourg 

3.6 

5.9 

6.1 

6.0 

2.3 

0.2 

-0.1 

Mexico 

- 

.. 

4.4 

5.4 

.. 

.. 

1.0 

Netherlands 

6.9 

7.5 

8.0 

8.1 

0.6 

0.5 

0.1 

New Zealand 

5.1 

5.9 

6.9 

8.0 

0.8 

1.0 

1.1 

Norway 

4.4 

7.0 

7.8 

7.8 

2.6 

0.8 

0.0 

Poland 



53 

6.2 

.. 

.. 

0.9 

Portugal 

2.6 

5.6 

6.2 

8.2 

3.0 

0.6 

2.0 

Slovak Republic 



.. 

5.9 

.. 

•• 


Spain 

3.6 

5.4 

6.6 

7.7 

1.8 

1.2 

1.1 

Sweden 

6.9 

9.1 

8.5 

7.9 

2.2 

-0.6 

-0.6 

Switzerland 

5.6 

7.6 

8.6 

10.7 

2.0 

1.0 

2.1 

Turkey 

2.4 

3.3 

3.6 

4.8 

0.9 

0.3 

1.2 

United Kingdom 

4.5 

5.6 

6.0 

73 

1.1 

0.4 

1.3 

United States 

6.9 

8.7 

11.9 

13.0 

1.8 

3.2 

1.1 

Total OECD" 



7.2 

7.9 




OECD 19 Country 
Average*’ 

5.4 

7.1 

7.7 

8.4 

1.7 

0.6 

0.6 


Data not available. 

a) Data refer to 1971 for Austria and Denmark and to 1972 for the Netherlands. 

b) Data refer to 1991 for Hungary. 

c) Data refer to 1999 for Luxembourg and Poland and to 1998 for Sweden and Turkey. 

d) German figures are for 1992-2000. 

e) Unweighted average for 29 countries. Figures exclude the Slovak Republic. 

J) Unweighted average. Figures exclude Belgium, Czech Republic, France, Greece, Hungary, Italy, Korea, 
Mexico, Poland, the Slovak Republic and Turkey. 

Source: OECD Health Data 2002, 4th ed. 
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Table 2. Public share of total health expenditure: 1970-2000 


Percent of total spending Change in percentage points 

1970’’ 1980 WO 41 2000" 1970 , ’-1980 1980-1990® 1990® -2000" 


Australia 

62.7 

63.0 

67.1 

72.4 

0.3 

4.1 

5.3 

Austria 

63.0 

68.8 

73.5 

69.7 

5.9 

4.7 

-3.8 

Belgium 

.. 


- 

71.2 


.. 


Canada 

69.9 

75.6 

74.6 

72.0 

5.7 

-1.0 

-2.5 

Czech Republic 

96.6 

96.8 

962 

91.4 

0.2 

-0.7 

-4.8 

Denmark 

83.7 

87.8 

82.7 

82.1 

4.1 

-5.0 

-0.7 

Finland 

73.8 

79.0 

80.9 

75.1 

5.2 

1.9 

-5.9 

France 

.. 

.. 

76.6 

76.0 

.. 


-0.6 

Germany 

72.8 

78.7 

76.2 

75.1 

5.9 

-2.5 

-1.1 

Greece 

43.3 

55.7 

62.7 

55.5 

12.4 

7.0 

-7.2 

Hungary 

.. 

„ 

89.1 

75.7 

.. 


-13.5 

Iceland 

82.6 

88.2 

86.6 

84.4 

5.6 

-1.6 

-2.2 

Ireland 

81.6 

81.5 

73.1 

75.8 

-0.1 

-8.4 

2.7 

Italy 

.. 


79.3 

73.7 

.. 

.. 

-5.6 

Japan 

69-8 

71.3 

77.6 

76.7 

1.5 

6.3 

-0.9 

Korea 


.. 

36.6 

44.4 



7.8 

Luxembourg 

89.3 

92.9 

93.1 

92.9 

3.6 

0.2 

-0.2 

Mexico 

.. 

.. 

40.8 

46.4 

.. 

.. 

5.6 

Netherlands 

60.7 

69.4 

67.1 

67.5 

8.6 

-2.3 

0.5 

New Zealand 

80.3 

88.0 

82.4 

78.0 

7.7 

-5.6 

4.4 

Norway 

91.6 

85.1 

82.8 

82.8 

-6.5 

-2.3 

0.0 

Poland 

.. 

.. 

91.7 

71.1 


.. 

-20.5 

Portugal 

57.1 

64.5 

65.5 

71.2 

7.3 

1.0 

5.6 

Slovak Republic 

.. 



89.6 

.. 

.. 

.. 

Spain 

65.4 

79.9 

78.7 

69.9 

14.5 

-1.2 

- 8.8 

Sweden 

86.0 

92.5 

89.9 

83.8 

6.5 

-2.7 

-6.1 

Switzerland 

.. 

.. 


55.6 

.. 


.. 

Turkey 

37J 

27.3 

61.0 

71.9 

-10.0 

33.7 

11.0 

United Kingdom 

87.0 

89.4 

83.6 

81.0 

2.4 

-5.8 

-2.5 

United States 

36.4 

41.5 

39.6 

44.3 

5.1 

-1.9 

4.7 

OECD comparable 

average" - ' 

Standard deviation of 

67.8 

71.7 

72.5 

71.5 

3.9 

0.8 

-1.0 

comparable average 

17.3 

17.5 

12.7 

10.9 

5.5 

8.5 

4.8 


.♦ Data not available. 

a) Data refer to 1971 for Australia and Denmark; 1972 for Netherlands. 

b) Data refer to 1991 for Hungary. 

c) Data refer to 1998 for Sweden and Turkey; 1999 for Luxembourg and Poland. 

d) Unweighted average of 21 countries. Figures exclude Belgium, France, Hungary, Italy, Korea, Mexico, Poland, 
Slovak Republic and Switzerland. 

Source; OECD HEALTH DATA 2002 4th ed. 
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Mr. Chairman and Members of the Committee: Thank you for extending to me the 
opportunity to testily at this hearing. 

The aging of the U.S. population will generate many challenges in the years ahead, but 
none more dramatic than the costs of providing health care services for older Americans. Largely 
because of advances in medicine and technology, spending on both the old and the young has 
grown at a rate faster than spending on other goods and services. Combining a population that 
will increasingly be over the age of 65 with health care costs that will likely continue to rise over 
time is certain to mean an increasing share of national resources devoted to this group. In order 
to meet this challenge, the nation must plan how to share that burden and adapt Medicare to meet 
new demands. 

Nonetheless, Medicare is a viable program. In terms of meeting the needs of those it is 
intended to serve — older and disabled individuals — and in terms of future affordability', the 
program can continue to succeed. It is neither unsustainable nor fatally flawed. 

To support these claims, I make five points in my testimony. First, the drivers of 
healthcare costs are not unique to Medicare, and it is important to recognize that Medicare needs 
to grow in concert with changes in the healthcare system as a whole. Second, even with no 
changes in the basic program, the burdens from Medicare are not excessive in the context of 
reasonable expectations about economic growth in the future. To demonstrate this, I present an 
alternative measure of affordability that I have written about in more detail elsewhere. Third, 
passing greater costs onto older and disabled Americans must be done with caution, recognizing 
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that their burdens will also rise even with no change in policy. And no matter what happens to 
public policy, this population will still need to get care somewhere. Fourth, part of the argument 
that Medicare is unsustainable or not viable is often linked to the claim that, as a public program, 
Medicare is less efficient than if it were run through the private sector. Again, this is not 
supported by the facts. Finally, I briefly describe a number of changes that could improve 
Medicare. 

REASONS FOR RISING COSTS 

Projections from the 2003 Medicare Trustees Report indicate that Medicare’s share of the 
Gross Domestic Product (GDP) will reach 4.75 percent in 2030, up from 2.56 percent in 2002. 
Although this is a substantial increase, it is actually smaller than what was being projected just a 
few years ago. In 1996, for example, the projection for 2030 was 7.39 percent of GDP — or 56 
percent higher than the projection made this year. This slowdown in growth does not eliminate 
the need to act, but it does allow time for study and deliberation before putting substantial 
changes into place. 

Projected increases in Medicare’s spending arise because of growing numbers of people 
eligible for the program and the high costs of health care. The beneficiary population is rising 
because of increased life expectancy (in part reflecting the success of the Medicare program) and 
that growth will be accelerated in the future by the retirement of the baby boom. The number of 
younger disabled beneficiaries is also expected to remain high. This creates challenges for 
Medicare and represents a major component of spending projection increases. By 2030, for 
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example, the number of beneficiaries will reach 79 million — nearly double today’s number. 

Technological advances that raise the costs of care are the primary reason for higher per 
capita spending over time, and this phenomenon occurs systemwide, not just in Medicare. The 
problems driving Medicare costs upward are not unique to the public sector. They are found 
throughout our nation's healthcare system, and the crisis of rising healthcare costs affects all 
payers: individuals, businesses, and governments. And just as Medicare is influenced by the 
overall healthcare system, the opposite is true as well. Medicare has been a leader in 
experimenting with options for curbing the costs of care, both in terms of increasing prices and 
use of services. Further, while costs continue to rise, efforts through time to hold down these 
costs have led to a better outlook than was the case in the mid-1990s. Similar re-evaluation of 
the program to make changes where needed will be an important part of Medicare’s future. 

MEASURING MEDICARE’S FINANCIAL BURDENS 

Medicare is currently financed in a variety of ways. Part A relies mainly on payroll taxes 
with a modest contribution from part of the taxes imposed on Social Security benefits. Part B, on 
the other hand, is financed by enrollee premiums set at 25 percent of the costs of Part B benefits 
for elderly beneficiaries and by general revenue contributions sufficient to cover the remaining 
costs. 

Medicare’s financial health can be viewed from several perspectives. The appropriate 
question over time is whether, as a society, we can afford to support Medicare. But the measures 
often used actually focus on a narrower issue of solvency, particularly that of the Part A Trust 
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Fund. That measure does point to the need for some type of policy change in the future, but that 
could simply mean increasing the revenues going into the trust funds, for example. 

Solvency Measures 

Solvency, as measured by the date of exhaustion of the Part A Trust Fund, is one of the 
most commonly reported statistics about Medicare. 1 This is just one of many measures reported 
in the Medicare Board of Trustees annual reports on Medicare’s financial outlook. Critics of 
Medicare often emphasize the solvency of the Part A Trust Fund as an indicator of affordability 
as well as solvency. This implicitly treats the Part A Trust Fund as establishing a limit on what 
can be spent on Part A. 

The Part A Trust Fund was designed to assure that the specified payroll tax contribution 
would be used specifically for Part A spending. As dedicated revenues, payroll and other 
revenue sources that exceed the amount necessary to cover Part A benefits go into the Trust Fund 
and collect interest. When the trust fund forecasts indicate a declining balance, this serves as an 
early warning of the need for an adjustment either in revenue contributions or spending on the 
program. Over the next ten years, Medicare revenues will exceed spending by over $500 billion. 

Projections of the Medicare Part A trust fund in the most recent Trustees’ Report indicate 
that it will maintain a positive balance through 2026. Considered in historical context, the date 
of projected insolvency historically is far into the future as compared to what it has been in 
earlier years (Figure 1). The trust fund is expected to grow until 2014, after which the trust 

’Although there is also a Part B Trust Fund, it serves a much different putpose and is intentionally kept at a 
small positive level. 
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fund’s balances will begin to decline. At that point, payroll tax and other receipts are insufficient 
to cover all expenditures. After 2014, Part A of Medicare must supplement tax revenues with 
funds accumulated in the Part A Trust Fund. 

Another solvency measure that was contained in the Administration’s budget documents 
for this year indicated that there was a $13.3 trillion unfounded liability facing Medicare over the 
next 75 years. But this is based on very misleading figures. The text implies that payroll taxes 
are the only revenue source from which Medicare is allowed to draw to cover its costs. While 
Part A is largely funded by payroll taxes. Part B by law has always relied on general revenues. 
Including its costs in an analysis of the adequacy of the current payroll tax has as much validity 
as treating any other expenditure covered by general revenues (such as defense) as having large 
unfounded liabilities as well. If done correctly, the “unfounded promises” under Medicare would 
be much lower, more in the range of $5 trillion. 

That is not to say that this is not a large amount, but rather that the size is more 
manageable than the $13.3 trillion implies. It is important to note, for example, that in the next 
ten years, Part A revenues will exceed Part A spending by over $500 billion. 

Affordability Measures 

Assessing affordability using the solvency of the Part A Trust Fund as the measure is 
analogous to individuals arguing that they cannot pay all their bills because the balance in one of 
their checking accounts is too low. Affordability is a broader issue that turns on whether we as a 
society can support Medicare into the future. The need for healthcare for this segment of the 
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population will not go away simply because we decide to cut back on government’s contribution. 
But the ability of Medicare beneficiaries to absorb higher healthcare costs if no new revenues are 
forthcoming would be in serious doubt. 

The Medicare Trustees Annual Report offers two broader measures of affordability 
described below, although each are limited in scope. Thus, an alternative measure presented here 
proposes a more comprehensive way to examine affordability. 

The Worker-to-Beneficiary Ratio. The ratio of workers contributing to Medicare at any 
point in time compared to the number of beneficiaries shows that the number of younger persons 
relative to older ones will decline in the future given the aging of society. This declining ratio of 
workers to retirees indicates that each worker will have to bear a larger share of the cost of 
providing payroll tax-financed Medicare benefits. 

Between 2002 and 2030 (about the time when most Baby Boomers will have become 
eligible for Medicare), the ratio of workers to beneficiaries will fall from 3.9 to 2.4. Indeed, this 
is one of the statistics commonly cited by those who claim the program is “unsustainable.” This 
measure does signal the need for more revenues per worker — a legitimate issue for debate. 
However, it fails to assess the level of burden relative to ability to pay from each future worker, 
ignoring any improvement in the economic circumstances of workers over time due to per capita 
economic growth. 

Medicare Spending as a Share of GDP. A second measure is the sum of Part A and B 
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spending as a share of GDP. In 2002, Medicare’s total share was 2.56 percent and is projected to 
rise to 4.75 percent in 2030. This represents a doubling of the GDP share. Such an increase 
reflects the fact that health care costs per capita are expected to continue rising, and the number 
of people covered will double over that time period. But again, this measure is not as helpful in 
the debate on Medicare’s future because it does not consider how well off we will be as a society 
as the level of GDP grows. Some goods and services, like health care, may appropriately grow as 
a share of GDP in response to higher living standards and preferences of the population. What is 
needed is more information to be able to understand the consequences of devoting a higher share 
of society’s resources to Medicare. 

A More Comprehensive Measure of Affordability. Another way to look at 
affordability is to focus not just on the number of workers that contribute to payroll and income 
taxes or on aggregate GDP, but instead on how the Medicare per capita burden will affect 
workers over time. While the share of the pie (GDP) going to Medicare is likely to rise, if the pie 
(on a per capita basis) is also much larger, then an increasing share is less of a burden. If the 
future leads to increased national well-being, additional resource sharing would be affordable. 
Thus, another way to examine affordability is to focus on whether taxpayers of the future will be 
better off even after they pay higher amounts for Medicare. 

This approach measure begins with computing per worker GDP over time, resulting in a 
measure of the nation’s output of goods and services divided across the working population. 

This provides the base for assessing Medicare’s burden on workers, who pay for the bulk of 
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support for the program. Per worker GDP — even after adjusting for inflation — rises 
substantially, from $69,000 per worker in 2002 to just under $107,000 in 2035 (in 2003 dollars). 2 
This is an increase of 54.9 percent in per worker GDP, a substantial increase in financial well- 
being. 

What about Medicare’s costs over this period? The burdens from Medicare spending on 
each worker are projected to rise at a faster rate than per capita GDP because both numbers of 
beneficiaries and their inflation-adjusted spending will rise over time. But because per worker 
GDP is a much larger dollar amount than the dollars of Medicare burdens, the reduction in well- 
being that this entails for workers is modest. 

To calculate this per worker burden from Medicare, several adjustments are necessary. 
First, each worker will bear an increasing share of Medicare over time because of the change in 
the ratio of workers to retirees. Further, per capita Medicare costs are expected to rise by 90 
percent in real terms by 2035, also increasing the real dollar burden on workers. But not all of 
Medicare’s costs are borne by workers. Thus, costs are adjusted downward by the contributions 
that will be made by beneficiaries themselves. The Part B premium accounts for about 10 
percent of Medicare’s costs. In addition, beneficiaries make further contributions because some 
of the taxation of Social Security benefits goes into Part A and older and disabled persons also 
pay income taxes that help support Part B. Thus, those costs need to be netted out. 

The resulting real per worker burden estimates range from $1,556 in 2002 to $4,993 in 


2 

The figure used here is based on the intermediate projections from the 2002 Trustees Report, which 
assumes a 1 . 1 percent real growth in per worker wages each year. Over the past 50 years, productivity has been 
higher than this amount, averaging over 1.5 percent per year. 
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2035 (in 2002 dollars). In Figure 2, the bar graph indicates per worker GDP in inflation-adjusted 
dollars, and the line graph indicates how much would be left after accounting for the Medicare 
burden. 

From 2002 to 2035, the increase in net (after subtracting Medicare) per worker resources 
would be 5 1 .0 percent as compared to the 54.9 percent increase in per worker GDP. That is, 
workers would still be substantially better off than today, even after paying the full proj ected 
costs of Medicare. The pie will indeed have gotten larger, making it possible to absorb 
Medicare’s higher costs. Essentially our estimates indicate that Medicare’s greater burdens 
would “consume” about 7 percent of increased well-being for workers over that period. There 
will, of course, be other demands on these resources as well, but this approach puts demands 
from Medicare into a broader perspective. This measure for examining affordability takes into 
account Parts A and B of Medicare, and it puts the issue of the burdens of the program into a per 
worker context. 

This more comprehensive measure of net per worker output also suggests that, as a 
society, we will be able to afford Medicare without an inordinate burden on workers or taxpayers 
once even modest estimates of productivity growth over time are taken into account. A greater 
challenge will be for society to decide whether it is willing to share these costs. 


HOW MUCH SHOULD BENEFICIARIES BE ASKED TO PAY? 

The burdens of higher health care costs in the future will likely need to be shared between 
beneficiaries and younger taxpayers in some manner deemed reasonable. The numbers above 
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already give a sense that future workers will be in a reasonable position to pay more. What about 
beneficiaries? 

Options for passing more costs of the program onto beneficiaries, either directly 
through new premiums or cost sharing or indirectly through options that place them at risk for 
health care costs over time, need to be carefully balanced against beneficiaries’ ability to absorb 
these changes. Just as Medicare’s costs will rise to unprecedented levels in the future, so will the 
burdens on beneficiaries and their families. Even under current law, Medicare beneficiaries will 
be paying a larger share of the overall costs of the program and more of their incomes in meeting 
these health care expenses. In 2003, beneficiaries will spend about 23 percent of their incomes 
on average for acute health care. In a study I did with Stephanie Maxwell and Misha Segal, we 
projected per capita out-of-pocket spending based on projected Medicare growth into the future 
and found that the average beneficiary in 2025 would likely have to pay nearly 30 percent of her 
income on health care because the costs of care grow faster than incomes over time. Figure 3 
also indicates how these burdens would grow for other groups of the Medicare population. 

Thus, a difficult question to answer will be how much more can be shifted onto 
beneficiaries over time? If incomes rise faster than anticipated and health care spending 
moderates, there will certainly be room for greater contributions. But a full shifting of additional 
costs does not seem to be a viable option. Moreover, it will be very important to take special 
care with the most vulnerable beneficiaries. 

In addition, options to increase beneficiary contributions to the cost of Medicare further 
increase the need to provide protections for low-income beneficiaries. The current programs to 
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provide protections to low-income beneficiaries are inadequate, particularly if new premium or 
cost-sharing requirements are added to the program. Participation in the Medicare Savings 
programs is low, likely in part because these programs are run by Medicaid and are thus tainted 
by association with a “welfare” program. Further, states, which pay part of the costs, tend to be 
unenthusiastic about these extra program and likely discourage participation. 


WOULD RELYING ON THE PRIVATE SECTOR MAKE MEDICARE A MORE 
VIABLE PROGRAM? 


Much of the debate over how to reform the Medicare program has focused on broad 
restructuring proposals, moving the management and oversight increasingly under the control of 
private insurance. What are the tradeoffs from increasingly relying on private plans to serve 
Medicare beneficiaries? Most important, there is little evidence to suggest even modest savings 
to Medicare from increased competition and the flexibility that the private sector enjoys. Further, 
the effort necessary to create, in a private plan environment, all the protections needed to 
compensate for moving away from traditional Medicare seems too great and too uncertain. 

Claims for savings from options that shift Medicare more to a system of private insurance 
usually rest on two basic arguments: first, it is commonly claimed that the private sector is more 
efficient than Medicare, and second, that competition among plans will generate more price 
sensitivity on the part of beneficiaries and plans alike. Although seemingly credible, these claims 
do not hold up under close examination. 
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Looking back over the period from 1970 to 2000, a recent study I completed with Cristina 
Boccuti found that Medicare’s cost-containment performance has been better than that of private 
insurance even after controlling for coverage of comparable services. Starting in the 1970s, 
Medicare and private insurance plans initially grew very much in tandem, showing few 
discernible differences (See Figure 4). By the 1 980s, per capita spending had more than doubled 
in both sectors, But Medicare became more cost-conscious than private health insurance in the 
1980s, and cost containment efforts, particularly through hospital payment reforms, began to pay 
off. From about 1984 through 1988, Medicare’s per capita costs grew much more slowly than 
those in the private sector. 

This gap in overall growth in Medicare’s favor stayed relatively constant until the mid 
1990s when private insurers began to take seriously the rising costs of health insurance. At that 
time, growth in the cost of private insurance moderated in a fashion similar to Medicare’s slower 
growth in the 1980s. Thus, it can be argued that the private sector was playing “catch up” to 
Medicare in achieving cost containment. Private insurance thus narrowed the difference with 
Medicare in the 1990s, but as of 2000, there was still a considerable way for the private sector to 
go before its cost growth would match Medicare’s achievement of lower overall growth. When 
comparison is made on rates of growth for comparable benefits. Medicare’s cumulative rate is 19 
percent below that of private insurance. 

Technological change and improvement represents a major factor driving high rates of 
expenditure growth. To date, most of the cost savings generated by all payers of care has come 
from slowing growth in the prices paid for services and making only preliminary inroads in 
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reducing the use of services or addressing the issue of technology. Reining in use of services will 
constitute a major challenge for private insurance as well as Medicare in the future, and it is not 
clear whether the public or private sector is better equipped to do this. 

Reform options such as the premium support approach also seek savings by allowing the 
premiums paid by beneficiaries to vary such that those choosing higher cost plans pay 
substantially higher premiums. The theory is that beneficiaries will become more price 
conscious and choose lower cost plans. This in turn will reward private insurers that are able to 
hold down costs. And there is some evidence from the federal employees system and the Calpers 
system in California that this has disciplined the insurance market to some degree. Studies that 
have focused on retirees, however, show much less sensitivity to price differences. Older 
persons may be less willing to change doctors and leam new insurance rules in order to save a 
few dollars each month. Thus, what is not known is how well this will work for Medicare 
beneficiaries. 

For example, for a premium support model to work, at least some beneficiaries must be 
willing to shift plans each year (and to change providers and leam new rules) in order to reward 
the more efficient plans. Without that shifting, savings will not occur. In addition, there is the 
question of how private insurers will respond. (If new enrollees go into such plans each year, 
some savings will be achieved, but these are the least costly beneficiaries, and may lead to further 
problems as discussed below.) Will they seek to improve service or instead focus on marketing 
and other techniques to attract a desirable, healthy patient base? It simply isn't known if the 
competition will really do what it is supposed to do. 
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In addition, new approaches to the delivery of health care under Medicare may generate a 
whole new set of problems, including problems in areas where Medicare is now working well. 
For example, shifting across plans is not necessarily good for patients; it is not only disruptive, it 
can raise costs of care. Some studies have shown that having one physician over a long period of 
time reduces costs of care. And if it is only the healthier beneficiaries who choose to switch 
plans, the sickest and most vulnerable beneficiaries may end up being concentrated in plans that 
become increasingly expensive over time. The case of retirees left in the federal employees high- 
option Blue Cross plan and in a study of retirees in California suggest that even when plans 
become very expensive, beneficiaries may be fearful of switching and end up substantially 
disadvantaged. Thus, the most vulnerable may stay in plans that become inordinately expensive. 
Further, private plans by design are interested in satisfying their own customers and generating 
profits for stockholders. They cannot be expected to meet larger social goals such as making 
sure that the sickest beneficiaries get high quality care; and to the extent that such goals remain 
important, refonns in Medicare will have to incorporate additional protections to balance these 
concerns as described below. 

Ultimately, projected cost savings from a private insurance initiative arise from passing 
costs off onto beneficiaries through higher premiums or increased cost sharing requirements. If 
that indeed is the case, then this approach merely represents an elaborate way to avoid an honest 
debate about how to share future burdens. 


CHANGES TO IMPROVE MEDICARE 
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Making changes to Medicare that can improve its viability both in terms of its costs and 
in how well it serves older and disabled beneficiaries should certainly be pursued. Further, it 
makes little sense to look for a solution that takes policy makers permanently out of Medicare’s 
future. The flux and complexity of our healthcare system will necessitate continuing attention to 
this program. At present a number of areas in Medicare need attention. 

What I would prefer to see instead is emphasis on improvements in both the private plan 
options and the traditional Medicare program, basically retaining the current structure in which 
traditional Medicare is the primary option. Rather than focusing on restructuring Medicare to 
emphasize private insurance, I would place the emphasis on innovations necessary for 
improvements in health care delivery regardless of setting. 

Critics of Medicare rightly point out that the inadequacy of its benefit package has led to 
the development of a variety of supplemental insurance arrangements which in turn create an 
inefficient system in which most beneficiaries rely on two sources of insurance to meet their 
needs. It is sometimes argued that improvements in coverage can only occur in combination with 
structural reform. And some advocates of a private approach to insurance go further, suggesting 
that the structural reform itself will naturally produce such benefit improvements. This implicitly 
holds the debate on improved benefits hostage to accepting other unrelated changes. That logic 
actually should run in the other direction. It is not reasonable to expect any number of other 
changes to work without first offering a more comprehensive benefit package for Medicare. In 
that way, payments made to private plans can improve, allowing them to better coordinate care. 
And the fee for service system will also be able to change in ways that might encourage better 
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care delivery. For example, it is not reasonable to ask patients to participate in a program to 
reduce hypertension (which can save costs over the long ran) without covering the prescription 
drugs that are likely to be an essential part of that effort. In addition, a better benefit package will 
also allow at least some beneficiaries to forego the purchase of inefficient private supplemental 
insurance. That itself should be a goal of reform. 

In addition, better norms and standards of care are needed if we are to provide quality of 
care protections to all Americans. Investment in outcomes research, disease management and 
other techniques that could lead to improvements in treatment of patients will require a 
substantial public commitment. This cannot be done as well in a proprietary, for-profit 
environment where dissemination of new ways of coordinating care may not be shared. Private 
plans can play an important role and may develop some innovations on their own, but in much 
the same way that we view basic research on medicine as requiring a public component, 
innovations in health delivery also need such support. Further, innovations in treatment and 
coordination of care should focus on those with substantial health problems — exactly the 
population that many private plans seek to avoid. Some private plans might be willing to 
specialize in individuals with specific needs, but this is not going to happen if the environment is 
one emphasizing price competition and with barely adequate risk adjustors. Innovative plans 
would likely suffer in that environment. 

A good area to begin improvements in knowledge about the effectiveness of medical care 
would be with prescription drugs. Realistically, any prescription drug benefit will require efforts 
to hold down costs over time. Part of that effort needs to be based on evidence of the 
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comparative effectiveness of various drugs, for example. Establishing rules for coverage of 
drugs should reflect good medical evidence and not just on which manufacturer offers the best 
discounts. Undertaking these studies and evaluations represents a public good and needs to be 
funded on that basis. 

Within the fee-for-service environment, it would be helpful to energize both patients and 
physicians in helping to coordinate care. Patients need information and support as well as 
incentives to become involved. Many caring physicians, who have often resented the low pay in 
fee for service and the lack of control in managed care, would likely welcome the ability to spend 
more time with their patients. One simple way to do this would be to give beneficiaries a 
certificate that spells out the care consultation benefits to which they are entitled and allow them 
to designate a physician who will provide those services. In that way, both the patient and the 
physician (who would get an additional payment for the annual or biannual services) would know 
what they are expected to provide and could likely reduce confusion and unnecessary duplication 
of services that go on in a fee for service environment. 

Additional flexibility to CMS to manage and develop payment initiatives aimed at using 
competition where appropriate also could result in long term cost savings and serve patients well. 
In the areas of durable medical equipment and perhaps even some testing and laboratory 
services, contracting could be used to obtain favorable prices. 

These are only a few examples of changes, none of which promise to be the magic bullet, 
but which could aid the Medicare program over time. 
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CONCLUSION 

Not only is Medicare a viable program, it is important to work hard to keep it that way. 
We simply cannot expect as a society to provide care to the most needy of our citizens for 
services that are likely to rise in costs and to absorb a rapid increase in the number of individuals 
becoming eligible for Medicare without taking the financing issue head on. But that does not 
imply that such additional revenues are beyond our grasp. Medicare now serves one in every 
seven Americans; by 2035 it will serve nearly one in every four. And these people will need to 
get care somewhere. If not through Medicare, then where? 
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The information provided in this testimony is discussed in more detail in the following 
three publications: 

Cristina Boccuti and Marilyn Moon, “Comparing Medicare and Private Insurers: Growth Rates 
in Spending over Three Decades,” Health Affairs Vol. 22, March/April 2003, pp. 230-237. 

Marilyn Moon and Matthew Storeygard, “Solvency or Affordability? Ways to Measure 
Medicare’s Financial Health,” Henry .1. Kaiser Family Foundation, March 2002. 

Stephanie Maxwell, Marilyn Moon, and Misha Segal, "Growth in Medicare and Out-of-Pocket 
Spending: Impact on Vulnerable Beneficiaries," The Commonwealth Fund, January 2001 . 
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March 3, 2003 


From time to time, President Bush has offered observations on the imperative of reforming 
the Medicare program. He did so in his State of the Union Address and in the foilow-up address in 
Michigan. He did so again on March 3, 2003 in his address to the American Medical Association 
entitled ’21 s ' Century Medicare: More Choice — Better Benefits" 

In this endeavor, the President builds on ideas initially advanced in the journal Health Affairs 
by Brookings economists Henry Aaron and Robert Reischauer, who in the mid-1990s, offered the 
outlines of a premium-support model for Medicare based on managed competition among private 
health plans 1 . These ideas subsequently informed the work of the Bi-Partisan Commission on the 
Future of Medicare, which, however, did not have a majority vote to support the proposal before it. 

The Commission’s proposal was subsequently introduced as a bill in the Senate by two members of 
the Commission, Senators John Breaux (D-LA) and Bill Frist (R-TN). It is known in the literature as 
Breaux-Frist l. A subsequent bill authored by the two Senators, called Breaux-Frist II, focused not on 
an overall Medicare reform, but mainly on adding prescription drug coverage, which the authors of the 
bill would have included in both the traditional Medicare program and the Medicare+Choice program 
established with the Balance Budget Act of 1997. 

Because the President's proposal remains at the level of highly abstract sketches of a mere 
framework for Medicare reform, it would be premature to comment on it in detail, other than its main 
thrust, which appears to be a set of tax-financed financial incentives for Medicare beneficiaries 
deliberately tilted in favor of private health plans. Therein lies the plan's most controversial feature. 

In the following primer on Medicare reform, I focus initially on the shortcomings of the 
traditional Medicare program and their origin. Thereafter I comment on the nature of choice and the 
style of competition that might be offered by Medicare reform and on the diverse goals the authors of 
Medicare reform proposals may have in mind. The objective is not to proffer one or the other 
proposal, but merely to provide for journalists a framework that might help them formulate targeted 
questions on this issue. 


1 Henry J Aaron and Robert □. Reischauer, "The Medicare Reform Debate: What is the next Step?” Health Affairs (Winter, 
1996): pp. 8-30, 
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A. THE SHORTCOMINGS OF THE TRADITIONAL MEDICARE PROGRAM 

The traditional Medicare program, which was passed into legislation in 1965, still covers over 
80 percent of the 40 million or so Medicare beneficiaries. The program remains highly popular among 
Medicare beneficiaries and their children. In surveys on consumer satisfaction with how well various 
insurance products or carriers satisfy consumers, the Medicare program invariably receives among 
the highest and often the highest satisfaction scores. 2 It appears to be so, because Medicare is 
administratively simple from the beneficiary’s perspective and offers them a sense of permanent 
security — health insurance that one cannot lose. Furthermore, most Medicare beneficiaries have 
supplementary insurance to cover the gaps in the traditional Medicare benefit package. 

What is proposed to be reformed, then, is a government-run program that remains 
highly popular among the citizenry, even if not among all policy analysts and policy makers. 

To understand better the current imperative of reform, it is well to explore why this inherently 
popular program has the shortcomings attributed to it and precisely who should be blamed 
for these shortcomings. My short answer is that the main culprit is not the much maligned 
bureaucracy administering Medicare, but its Board of Directors: the Congress of the United 
States. 


The Critics of Medicare: The critics of Medicare-chiefly market-oriented policy analysts and 
policy makers--call the program hopelessly “outdated." To quote from the President's recent press 
release entitled “21 s1 Century Medicare: More Choices — Better Benefits" (March 3, 2003): 

As successful as Medicare has been, it has not kept pace with decades of 
dramatic improvements in health care delivery. As a result, Medicare today does 
not provide the benefits and choices that are available to many other Americans. 

The program lacks an outpatient prescription drug benefit, full coverage of many 
preventive benefits, and protection from high out-of-pocket costs. 

This assertion is certainly valid. The question raised earlier, however, remains: Why is 
that so? Why were such large gaps in coverage left when the program was passed in 1965? 
And why has the program not been modernized in step with medical developments? 


Gaps in Coverage at Medicare’s Inception: When Medicare began its life in 1965, it was 
expressly designed to be a passive adaptation to these standards set by private health insurance. 
Consequently, Medicare did not cover prescription drugs at its inception in 1965 because, at that 
time, private health insurers typically did not cover prescription drugs either. In fact, private insurers 


2 See, for example, Davis et al., “Medicare Versus Private Insurance: Rhetoric and Reality," Health Affairs 
Web Exclusive, October 9, 2002. In surveys by the Kaiser Family Foundation Medicare also received very 
high marks by both Medicare beneficiaries and younger respondents. See Henry J. Kaiser Family 
Foundation and Harvard School of Public health, National Medicare Policy Options Survey (Menlo Park and 
Boston: Kaiser/Harvard, 1998), available on the website www.kff.org. 
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began coverage of prescription drugs only in the early 1990s. Until then, drugs did not play nearly the 
important role in clinical therapy that they do today. 

Similarly, private plans typically did not cover preventive care. Finally, private insurers in 
those days were mere bill payers. They would not have dreamt of interfering in the ongoing doctor- 
patient relationship (i.e., to “manage” care), and they paid each doctor and hospital their “usual, 
customary, reasonable” (UCR) fees, without any explicit bargaining over price discounts. With very 
few exceptions, most private insurers simply paid whatever bill was submitted to them. Cost control 
was not needed, because no one (especially employers) asked for it. 

Initially, Medicare, too, paid providers each their “usual, customary and reasonable fees," or 
retrospectively covered each provider’s full cost. Furthermore, Medicare was specifically forbidden to 
interfere with the doctor-patient relationship in the way that is common under modern managed care. 
The very idea of “disease management" was anathema to physicians at the time, even for patients 
under private health insurance. 

As noted, only in the 1990s did most private insurers begin to cover prescription drugs and to 
“manage” care through direct interventions in ongoing therapies, it was made possible by selective 
contracting by insurers with a limited number of doctors, hospitals and other providers, which gave 
insurers economic leverage over the selected providers. The ability not to do business with certain 
providers allowed insurers to bargain with providers over price discounts, and it also made providers 
put up with controls on utilization, through primary-care gate keepers for specialist care, pre- 
authorizations of costly procedures, practice guidelines or refusals to pay for services rendered. 
Congress has never allowed Medicare to engage in selective contracting of this sort. 

The Failure to Modernize Medicare: For starters, the common accusation that Medicare 
has not been innovative is only partly true. In some areas, it has been a world leader in innovation. 

During the 1970s, for example, Medicare initiated break-through research on the payment of 
hospitals and physicians, which led to major practical innovations in the 1980s and early 1990s. As 
early as 1983, Medicare introduced the case method of payment for hospital care (based on 
Diagnostically Related Groupings of medical cases, or DRGs), a system that has in the meantime 
been copied in many other countries — notably in France, in Australia and now Germany. In the early 
1990s, Medicare developed and introduced the Resource Based Relative Value Scale (RBRVS), 
which underlies the current Medicare fee schedule for the payment of physicians and has been widely 
adopted by private insurers in the United States as a basis for negotiating fees for physicians. Further 
payment reforms have been instituted recently in outpatient hospital care and in home- and skilled 
nursing care. These innovations required major breakthroughs at the intellectual level and in policy 
implementation. 

It is true, however, that the traditional Medicare program did not adopt any of the managed 
care techniques introduced by private insurers in the 1 990s, nor did it modernize the program’s 
benefit package to include drug therapy and catastrophic care. It is, therefore, eminently fair to call 
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the traditional Medicare program “old-fashioned," "outdated" and “out of tune with modern clinical 
practice.” Once again, however, it is also fair to ask why this is so. 

Who Bears the Blame for Medicare’s Shortcomings? When politicians or other critics of 
Medicare call Medicare outdated and not sufficiently innovative, they tend to imply that these 
shortcomings mirror the shortcomings of the “unwieldy, incompetent government bureaucracy" that 
administers Medicare. That explanation has resonance among the citizenry and among pundits, but It 
is a bum rap. 

The fault in this regard lies not with the Medicare bureaucracy. Fair observers will 
trace these shortcomings almost wholly to Medicare’s Board of Directors, notably the House 
Ways and Means Committee and the Senate Finance Committee of the Congress of the United 
States. Together, these two committees form the bulk of the Board that governs the vast 
insurance company called Medicare. As Boards of Directors of an insurance company go, 
Congress performance in this role has not been impressive. 

That Board (Congress), for example, allows Medicare an administrative budget of less than 
2% of total expenses. It can be doubted that any private insurance company could administer so vast 
a program properly at such a low overhead expense ratio. 

Similarly, the Board (Congress) allows Medicare to spend only $15 million (yes, million) on 
operations research, which is to cover both the Medicare program and the Medicaid program for the 
poor. As a percentage of the total $400 billion or so spent on these two programs, the Board's 
(Congress’) allocation for operations research amounts to 0.0038% of total spending. Can one 
imagine the Board of any business firm constraining the firm's operations research budget in this truly 
scandalous way? 

In short, is it any wonder that Medicare has had trouble managing the program, even if it 
were allowed by Congress to be innovative? It can be argued that, if this Board were in the private 
sector, its mode of governance would be subject to serious review and severe sanctions by the 
authorities. In a nutshell, the following can fairly be asserted: 

If the traditional Medicare program does not cover prescription drugs, it is so because the 
Congress of the United States has willed it so. 

If the traditional Medicare program does not work as a prudent purchaser with selective 
centers of excellence or with other preferred providers known to give cost-effective care, it is 
so because Congress has expressly forbidden that kind of contracting and prudent purchasing. 

If the traditional Medicare program does not engage in "disease management 1 ’ or “ managed 
care" of any type, it is so because Congress has willed it so. 

If the traditional Medicare program has hardly ever had the benefit of being able to solicit 
competitive bids for the products and services it purchased on behalf of seniors, it is so 
because the Congress has willed it so. 
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Think of a major shortcoming of the traditional Medicare program, and it will typically 
turn out that the shortcoming exists because the Congress has consciously and deliberately 
willed its existence. Journalists would be well advised to inquire of members of Congress why 
this should be so. 

B. WHAT “CHOICE” AND WHAT STYLE “COMPETITION”? 

Americans take it for granted, and economists agree, that, where feasible, government-run 
programs should be subjected to competition from private-sector entities offering at least the same 
benefits. For these two reasons, one should welcome any reform that sets up a fair and intellectually 
manageable competition between the traditional Medicare program and equivalent private-sector 
health insurance products. 

There also seems to be widespread acceptance of the premise that “more choices" is always 
to be preferred to "fewer choices' in the design of social programs. Modern behavioral economists, 
however, would warn us that there can be such a thing as too much choice. It happens when choices 
set before individuals are not accompanied by adequate information on these choices. It also 
happens when the sheer complexity of the choice menu overwhelms the individual’s capacity to make 
rational choices. 

If the Administration and the Congress wish to confront Medicare beneficiaries — especially 
the frail elderly — with ever more complex choices in health insurance, it is incumbent upon 
government to accompany these choices with clear information about them and to structure them so 
as to make rational choice manageable by ordinary human beings. 

In this regard, one is not at all assured by the recent headline that “Medicare Officials Order 
End to Instructive Services" (The New York Times, January 25, 2003, p. A12). The article opens with 
the statement: 

“Running short of money, Medicare officials have ordered immediate cuts in a wide 

range of services that provide information, advice and assistance to Medicare 

beneficiaries. " 

If this is an augury to come for Medicare reform, then “more choice" may well end up as “more 
confusion” and “more regret" ex post. As noted earlier, the blame for this policy rests solely on the 
Administration and the Congress, which jointly set Medicare’s administrative budget. Consequently, 
it is proper for reporters to query representatives of these branches of government sharply on 
this facet of Medicare reform. 

Choice of what? In thinking further about “more choice” for Medicare beneficiaries, a 
distinction should be made among (a) choice among alternative insurance products, (b) choice 
among doctors, hospitals and other providers of health care, and (c) choice among alternative 
therapeutic strategies (including drug therapies). 
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Since about the mid 1980s, Medicare has afforded its beneficiaries at least some choice 
among insurance products — most expressly so since passage of the Balance Budget Act of 1997 
(BBA ’97), which established the Medicare+Choice program. That choice, however, is now said to 
have been hampered by the payment structure Congress had imposed on it in the BBA ’97. 

Medicare beneficiaries have always had the freest conceivable choice among providers of 
health care in the United States. It is hard to imagine how that choice couid be enhanced by any 
reform. 

Finally, Medicare recipients and their physicians have always had completely unfettered 
Choice among therapies, although not all components have been covered by Medicare, which 
indirectly limits choice. In principle, the problem could be solved simply by legislating their inclusion in 
the traditional Medicare benefit package. The problem is not an immutable state of nature. It is of 
Congress' own making. 

The Fairness of Competition: The next question is what form the competition should take. 
Two distinct visions of this competition are now put before the American people. 

One arrangement would be to style the choice and competition among health insurance 
products as one between (a) a modernized, government-run Medicare program that includes 
prescription drugs, preventive care and catastrophic coverage, and that is allowed by Congress to 
use techniques of modern “managed care" and (b) equivalent private-sector insurance products 
managed by private health plans. The arrangement would attempt to create a level playing field 
between a government-administered Medicare and private-sector competitors. 

An alternative arrangement — one deliberately designed to erode the popularity of the 
traditional Medicare program — is to style the choice and competition in Medicare as one between (a) 
the traditional, unreformed, government-run Medicare program, whose development has been and 
will continue to be deliberately stunted by the Congress and (b) more modern private-sector 
insurance products offered by private health plans. It appears to be the style of competition preferred 
by the President, who would endow the traditional Medicare program with only a skimpy drug benefit 3 
and subsidize drug benefits through private plans more heavily, and who would otherwise not alter 
Medicare’s benefit package. 

No one, not even its proponents, would call this proposal fair competition. It is the analogue 
of a parent offering a high school graduate, as a graduation gift, a choice between (A) a Ford Taurus 
and (B) a similar Chevrolet, on the condition that the parents will pay for a CD player in the Ford 
Taurus and pick up the annual maintenance costs on it, but that they will not cover these items for the 


3 Medicare beneficiary choosing to stay in the traditional Medicare program would receive free of charge a 
drug-discount card — presumably administered by a pharmaceutical benefit management company or a private 
insurance carrier— to benefit from bulk purchasing. They would also have catastrophic coverage for drug 
spending exceeding an annual threshold, which is left unspecified. Low income beneficiaries would, in 
addition, receive a $600 annual subsidy toward their drug purchases. 
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Chevrolet. It can be doubted that either GM or the kid would call this a fail choice, in this analogue, 
the President would be seen simply to favor the Ford Taurus, period. 

The question thus arises what rationale one might offer for styling the competition 
between Medicare and substitute private health plans in this unfair way. It is a question 
reporters would be well advised to probe. 

First, it might be argued that, under our system of political governance and campaign 
financing, it will always be impossible to modernize Medicare in step with changes in modem 
medicine. The argument would be that Congress and successive Administrations have managed 
Medicare sloppily because, by its very nature, American government manages everything it does 
sloppily, it is a troublesome thought, especially at a time when the nation embarks upon a 
government-run war and upon government-run nation building abroad. Y et that thought appears to 
have much currency in this country at this time. 

Second, it may be argued that government-run health insurance programs are inherently 
cumbersome, because they must strive to be horizontally fair to all parties, while market mechanisms 
usually are not subject to that constraint, unless government imposes on them. To illustrate. Medicare 
must observe scrupulously horizontal equity in its dealings with hospitals and physicians. (Horizontal 
equity means two physicians or hospitals would always be treated the same way). There are public 
hearings on proposed changes, notices in the Federal Register, comment periods, and such. By 
contrast, private health plans need not be so fair. They can treat different physicians differently, if they 
can cut different deals with them, and they can change rules or contracts with providers and patients 
overnight, without much notice, and subject only to the tort system and contract law. Therein lies 
greater flexibility. 

A third argument for the proposed, unfair competition might be that, by their respective 
natures, private health insurance plans will always be more efficient than government-run insurance 
plans in anything they do. In principle, that hypothesis is amenable to empirical verification, after one 
has defined carefully what is meant by "efficient." If there is a body of empirical research that 
convincingly supports this hypothesis (which there might be) 1 am not aware of it. In any event, it is 
proper and, indeed, important to challenge proponents of this style of competition to adduce a 
convincing body of empirical evidence (not just one study) to support this hypothesis, if that 
is what drives the preference for this unfair form of competition. 

Fourth, one may prefer styling the competition in this unfair way simply with appeal to 
ideological aesthetics— that is, because one likes the private sector better than the public sector, 
whatever their relative efficiencies may be. 

The Forthcoming Debate: The forthcoming debate over Medicare reform will be largely over 
these two alternative forms of choice and competition for Medicare. 

If, in their wisdom, the Administration and the Congress decide not to allow the government- 
run Medicare program to modernize its modus operandi in any way— e.g„ not to include a 
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comprehensive prescription drugs in its benefit package-then that decision amounts to a slow-death 
sentence for the traditional Medicare program — especially as more and more business firms cut away 
at their retiree-health benefit packages, which now typically include drug coverage. 

It is a choice a nation can rationally make, of course. But if that were the goal of any 
proposed Medicare reform, it should be openly acknowledged and debated in a properly 
functioning democracy. 

C. EVALUATING MEDICARE REFORM PROPOSALS AGAINST THEIR GOALS 

Whether a health reform proposal will "work" depends crucially on what goal one seeks to 
achieve with it. Remarkably, the debate on Medicare freeform is intolerably vague on the matter 
of goals. Often they are merely implicit in the debate, if not carefully camouflaged. 

Reporters following this debate should be persistent in extracting from the various 
camps the specific goal or goals they would posit for Medicare reform. Prominent among 
these goals might be 

• Reduction in total health spending per Medicare beneficiary, from all sources, 
however it may be split between taxpayers and Medicare beneficiaries. 

• Reduction only in the taxpayer’s exposure to Medicare spending, even if it increased 
total health spending per Medicare beneficiary. 

• Obtaining better value for the health care dollar, whatever the source, and whatever 
Medicare reform does to total health spending per Medicare beneficiary, from 
whatever source. 

• Rescuing the private health insurance from a slow death march caused by the ever- 
f ner risk segmentation that occurs under mass customization of private health 
insurance. 

On can think of yet other objectives — for example, the fourth rationale spelled out toward the end 
of the previous section. In what follows, I elaborate on these four goals. 

GOAL 1: REDUCTION IN TOTAL HEALTH SPENDING PER ELDERLY 

Many people seem sincerely to believe that a Medicare reform will help the nation 
substantially to lower the total economic burden that future health spending on the growing 
number of elderly will impose on the economy. I have serious doubts that this goal can be 
achieved. In all likelihood, the reform would merely redistribute that growing burden from 
taxpayers to Medicare beneficiaries. 

Think about it. The nation's total health spending on its elderly population in future years 
is tautologically the product of (a) the total number of elderly in the various age-gender categories 
times (b) the age-specific health spending per capita for the respective age-gender categories. 
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Reforming Medicare cannot change future demographic trends perceptibly 4 . It follows that 
Medicare reform could affect total national health spending on the elderly onjy by changing 
average age-gender specific health spending per capita. Specifically, people who argue that a 
Medicare reform, along the lines proposed in Breaux-Frist I or the President's March 3 ra sketch, 
will lower the overall economic burden that health care for the elderly will place on our economy 
would have to demonstrate convincingly that under a privatized Medicare program the average 
per-capita health spending for, say, 75-year old females in 2020 would be lower than it would be 
under continuance of the traditional Medicare program. 

Is this scenario plausible? Surely it is fair to ask to ask this question at a time when even 
large employers— including CalPERS, that allegedly most sawy purchaser of health insurance- 
face premium increases for private group health insurance policies in the mid to high double 
digits? These numbers do not inspire confidence on the matter of cost control. 

Let us probe this matter further. A reduction in the total health spending per Medicare 
beneficiary, from whatever source, implies that either (a) the volume of services rendered these 
beneficiaries, or (b) the prices paid for them, or (c) both, must decrease relative to the volume 
and the prices that would obtain for the same beneficiaries under the traditional, government-run 
Medicare program. How realistic is that expectation? 

Lower Prices? Is it reasonable to suppose that private health plans will be able to 
procure health care from doctors, hospitals and other providers at lower fees than those the 
traditional, government-run Medicare has been able to achiever? I would rate that chance slim to 
nil. 

In all likelihood, the plans would have to pay higher prices. Indeed, Medicare reform 
proposals often are pitched to doctors and hospitals on the promise that private insurers will pay 
them better than does traditional Medicare. (A test of that prospect might be how the providers 
react to the President's proposal, if they favor it, we can bet that they expect to receive higher 
fees from the plans). 

The fact that the premiums charged by private insurance plans to employers now rise at 
double-digit annual rates is added reason to doubt that the private plans would have more market 
clout in bargaining over fees than does Medicare. 

Lower Utilization? If the health plans will not be able to buy health care for the elderly at 
lower fees and yet total health spending on the elderly is to fall, then all of that reduction in 
spending must come from reductions in utilization of real health care services. 

Such reductions may well be possible and clinically defensible. Unfortunately, to achieve 
those reductions in utilization, the health plans would have to put into effect precisely the 


4 Purists may argue that better management of Medicare might alter mortality rates, and so forth; but that 
would trigger at best an imperceptible change in future demographics. 
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managed-care techniques that were so vehemently opposed by doctors and patients (and the 
Congress) and that brought on the managed-care backlash among employed Americans 

In fact, one can only imagine what sort of backlash physicians might be able to trigger — 
in the face of traditionally unaccustomed utilization controls for Medicare patients— if they can use 
the elderly as the megaphones for their opposition. 

Journalists might question proponents of privatizing Medicare on this point. Do 
the health plans have in mind techniques of lowering the use of health services by means 
other than the managed care techniques of yore? If so, what would they be, and what 
would them more acceptable to doctors and patients. Furthermore, are they now operative 
anywhere in the U.S. on sufficiently large scale to inspire confidence? 

Lower Overhead? As noted above, Medicare itself now spends less than 2% of its total 
outlays on administrative expense. There are no marketing expenses to speak of and, of course, 
no profits for shareholders to cover out of premium income. To this Medicare expense ratio, 
however, must be added the additional administrative and marketing expenses, and profits, 
currently included in the premiums for the Medigap policies carried by most Medicare 
beneficiaries. Presumably, a privatized Medicare benefit package would cover what traditional 
Medicare plus Medigap policies now cover combined. 

Unfortunately, there is no evidence that a privatized Medicare would reduce the total 
overhead for administration, marketing and profits per beneficiary relative to the cost of these 
items under traditional Medicare plus Medigap. They may easily cost more. It is a question 
reporters might probe with proponents of Medicare reform: do these proponents have 
convincing empirical evidence that privatizing Medicare will reduce the fraction of total 
health spending per elderly devoted to marketing, administration and profits? (In insurance 
jargon, we would talk about the Medical Loss Ratio (MLR). It is the fraction of the total premium 
for health insurance paid out for medical benefits. The question then is whether privatizing 
Medicare would increase the MLR, i.e., reduce the fraction devoted to marketing, administration 
and profits). 

Boot up website www.kff.org and search for the chart book Trends and Indicators in the 
Changing Health Care Marketplace, 2002 (May 2002). As is shown in Exhibit 3.8 of that handy 
chart book, the annual growth rates in per-capita health spending under private health insurance 
and under Medicare seesaw over the long haul. During 1 980-84, for example, the Medicare 
growth rate exceeded the private-sector growth rate. From 1985-1992, private-sector growth 
exceeded substantially the growth in per-capita Medicare spending. During 1993-97, the trends 
had flip-flopped once again. Since 1998, private sector growth has, once again, exceeded the 
growth in per-capita Medicare spending by quite some margin. 
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Prognosis on Cost Containment: In short, I am not persuaded by the historical 
empirical evidence that private health plans actually can control the annual growth in per-capita 
health spending consistently better than has the traditional Medicare program. Whatever the 
virtues of privatizing Medicare may be, history provides reason to doubt that lowering the total 
burden of health spending for the elderly (from all sources) in the decades ahead is unlikely to be 
one of these virtues. 

Unless medicine itself comes up with major labor-saving breakthroughs in clinical therapy 
(e g., through novel drug therapy, including pharmacogenomics and gene therapy, or novel 
devices), we seem to be more or less stuck with the future economic burden imposed on us by 
demography. We can at best reshuffle its incidence among the American people which, I believe, 
is what Medicare reform is all about. 

Journalists should demand of anyone who would argue otherwise a body of 
scientific, peer-reviewed empirical evidence (not just one or a few studies commissioned 
by special interest groups from compliant consulting firms) that consistently and 
persuasively supports the contrary view. 

GOAL 2: REDUCTION MERELY OF THE TAXPAYER'S EXPOSURE 

An alternative goal for Medicare reform might to construct a legislative platform that 
would enable future Congresses to limit the taxpayer’s exposure to increases in total health 
spending per beneficiary, whatever the trend in total spending might be, and to let the 
elderly bear the risk of future health-care cost inflation. I have the impression that tacitly 
many proponents of privatizing Medicare really have this goal in mind, even though 
it may not be politically correct actually to say so. 

The argument here would be that, with only 2.2 workers per elderly in 2020 (versus 
3.8 now), the elderly must be forced to pay a higher fraction of their own health care costs 
out of their own pockets. Under the current, defmed-benefit structure of Medicare, such a 
cost shift would have to be made explicitly and therefore might trigger a political reaction 
from the elderly. Privatizing Medicare would implicitly convert Medicare into a defined- 
contribution model, which would enable Congress to achieve that cost shift much more 
gradually, overtime, in subtle ways designed to avoid a sharp political reaction from the 
elderly. 

As noted, at the moment it is not ye politically correct to articulate this goal openly. 

It is therefore discussed in code words— such as vague references to the "fiscal 
sustainability of Medicare." In the President’s sketch of his Medicare reform proposal, for 
example, is the observation that 

While Medicare must be modernized and improved to meet the needs of its current 

participants, the program must also be made sustainable for future generations . 

Given the financial challenges Medicare faces in the future, changes to the 
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Medicare program we make today must not exceed our nation's means to deliver 
them tomorrow. 

Given currently projected demographic trends, it is eminently reasonable for a nation to 
engage in an open discourse on how the fiscal burden of caring for the nation's elderly should be 
shared between the elderly and the working population. But one would hope, in a proper 
democracy, that the idea would be forthrightly put to the electorate, if that were the goal of the 
proposed reform. Journalists have a unique opportunity here to set Goal 2 bluntly before 
politicians and to flush them out of the closet on It: do they endorse it or not? 

Although the President’s March 3 rd sketch on Medicare reform is vague on the precise 
structure and magnitude of the financial contribution Medicare would make toward the purchase 
private health insurance, one gains the impression that, initially, the reform does not envisage a 
rigid (risk adjusted) defined contribution that would be set by Congress wiil appeal to its own 
budgetary pressures. Instead Medicare's contribution would be set as a fraction of some national 
average of the premiums competitively bid by the private health plans for the prescribed benefit 
package. (As will be argued below, however, it is not at all clear the private health plans would 
ever agree to competitive bidding for Medicare.) 

This approach would provide future Congresses with a highly flexible platform for future 
changes in either direction. Congress could use that platform to freeze the fraction of the total 
premium charged to the elderly, and continue to leave payroll-tax and income-tax paying workers 
exposed to considerable risk for future cost escalation. Alternatively, the fraction of total costs 
charged to the elderly could be increased in subtle ways over time, either by raising the fraction 
explicitly, or implicitly by manipulating the base--"average premium bid”--of which the Medicare 
beneficiaries’ share would be that fraction. A decade or so hence, the fraction could even be 
means formally tested, as it partially would be from the outset through larger subsidies to “low 
income” households. 

GOAL 3: BETTER VALUE FOR THE DOLLAR 

The proponents of Medicare reform might (and often do) argue that the specific intent of 
the reform is neither to reduce overall health spending on the elderly (Goal 1) nor even to limit the 
taxpayer’s exposure to that spending (Goals 2), but merely to procure through superior managed- 
care techniques (including disease management) in the private sector an increase in the value 
received per dollar of total health spending on the elderly. Economists would call it an increase in 
efficiency. 

This appears to be the message sent to the media by the health insurance industry. In a 
recent press release, for example, it was stated that: 

"The unique strengths of the health plan community continue to be demonstrated 
in the public-private partnership of Medicare+Choice. A new Kaiser Family 
Foundation report shows that Medicare+Choice - despite being under funded - 
provides a better value to beneficiaries and lowers their out-of-pocket costs. 
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If greater value for the dollar were the goal of privatizing health care, then its 
proponents can fairly be challenged to demonstrate empirically that this efficiency would 
actually come about. This, then, should be the focus of the public debate on the proposal, 
and also the focus of media inquiries. 

One yearns for this empirical demonstration because, quite frankly, the President's 
proposal deliberately to tilt a competition between traditional Medicare and private health plans in 
favor of the latter— as described earlier— gives one pause about the proposition that pnvate 
health plans actually could deliver better value for the dollar in a fair competition. In the 
President's proposal of March 3" 1 , it is stated that 

The President's framework will ensure that the benefits offered under Enhanced 

Medicare [to be offered by private health insurers] are sufficiently attractive to 

seniors, relative to traditional Medicare, to guarantee that Enhanced Medicare is a 

viable system. 

Why is this necessary? To an economist, there is something both puzzling and troubling 
about the idea that a privatized Medicare will be “viable" only if it is bolstered by a huge, tax-financed 
subsidy for prescription drug coverage that would be largely denied elderly Americans who prefer to 
stay in the traditional Medicare program. As a long-time defender of the industry in the face of the 
managed-care backlash of the 1 990s, I find myself on the defensive on this one. Asking government 
for that special favor clearty is not one of the industry's higher moments. 

Journalists might probe why, if private health plans really do offer the eideriy 
demonstrably better value for the dollar — e.g., better disease management— these plans could 
not attract enough elderly in a competitive world without having the competitive deck stacked 
artificially through a tax-financed come-on. 

GOAL 4: RESCUING PRIVATE INSURERS FROM A SELF-IMPOSED DEATH MARCH 

In an article on Health Affair's Web Exclusive, 5 entitled “From the Field: How and Why the 
Health Insurance System will Collapse," Humphrey Taylor, an astute longtime student of American 
health care, predicts that the risk segmentation inherent in the novel consumer-choice models in 
private health insurance will lead to a “death spiral of adverse [risk] selection.” The thesis is that the 
industry's march toward ever finer risk segmentation in private insurance, under the banner of 
“defined contributions" and "mass customization," tends to flush out for public coverage chronically ill 
people who cannot afford the actuarially fair premiums that their costly medical conditions warrant 
and, ultimately, end up on the good mercy of government. 

At this time, for example, private insurance covers only about one third of total national health 
spending, although it still covers about two thirds of the American population. It is so, because 
government programs typically cover the relatively more expensive Americans: the elderly, people on 


http:Vwww.healthaffairs.Org/1 1 30_abstraet_c.php?ID=http:ffwww.heaithaffairs.org/Library/v21 n6Zs28.pdf 
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renal dialysis, the blind and otherwise disabled, pauperized Medicare beneficiaries in nursing homes, 
and the poor. If Americans who will be priced out of the private health insurance system through 
further risk segmentation were absorbed into bona fide government-run programs (Medicare, 

Medicaid and S-Chip), then a decade hence private Insurers might control only about a quarter of 
total national health spending. This is the death spiral of which Taylor speaks. 

It may well be that the private insurance industry can be rescued from that self-inflicted death 
spiral only if government comes to its rescue. The rescue would take the form of fax-financed 
subsidies for the purchase of private health insurance by Americans who could otherwise not be 
served by the private health insurance industry. Evidently, privatizing Medicare would be an 
instrument par excellence for achieving that goal. 

Although I would not propose this goal as the sole or even the chief motive for Medicare 
reform, this country economist from rural New Jersey is not naive enough to exclude it altogether 
from the multiple objectives pursued with privatizing Medicare. Like cash hungry-universities, who 
forever pass the hat to finance their sundry missions, members of Congress must forever pass the 
hat to fund their own reelection. In that sense, Congress can be thought of as a chronically cash 
hungry business enterprise and, from the perspective of that enterprise, the private health insurance 
industry has been and will be a much better business partner than would be the constituents arrayed 
around the traditional Medicare program. That circumstance may help fuel calls for Medicare reform. 
Certainly this hypothesis should appeal to Senator John McCain and like-minded members of 
Congress who see in our campaign-finance laws intolerable conflicts of interest for policy making in 
the Congress. 

D. THE DEGREE OF EGALITARIANSIM IN MEDICARE 

Medicare was enacted largely by a generation that had suffered together through the Great 
Depression and World War II. It had come to appreciate in these experiences that good fortune in life 
is substantially the product of good luck, and that the spoils of good luck should be shared with less 
fortunate members of society. It is, therefore, not surprising that the structure of the traditional 
Medicare program was highly egalitarian in its intent, albeit not in practice. 

Within the benefit package covered by Medicare, the program is, indeed, highly egalitarian. 
Every beneficiary is entitled to the same covered benefits, regardless of socio-economic status. Every 
beneficiary has the same free choice of provider within the relevant market area. Every provider in the 
relevant market area is paid the same fee for a particular service, regardless of the recipient's socio- 
economic circumstance, and providers may not bill significant fees on top of the Medicare fee (if any 
at all). By contrast, society's valuation of physician's work for, say, children, varies considerably with 
the child's. If a state legislator is willing to budget only $ 1 0 per pediatric visit for a child covered by 
Medicaid, but $60 for his or her own child covered by his or her private insurance, then that legislator 
inevitably signals the physician a clear message on the relative valuation of work devoted to the 
Medicaid child and to the legislator's own child. 
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Within the confines of the covered benefit package, Medicare thus is as exquisitely 
egalitarian are those of the Canadian provincial health plans or of Germany's sickness funds. The 
problem all along has been that the limited benefit package of traditional Medicare precludes a 
completely egalitarian sharing of the total health care experience among the elderly. A well to do 
beneficiary, or one with generous employer-paid Medigap coverage, for example, will have a quite 
different health care experience in the face of a given illness than does a low-income beneficiary 
without drug coverage, and similarly for other uncovered services. 

Without much greater specificity on the actual design parameters of Medicare reform, it is 
impossible to assess how it might alter the overall degree of egalitarianism in the provision of health 
care to America's elderly (and other Medicare beneficiaries). By itself, the broadened benefit package 
promised by the reform would be scored as an increase in egalitarianism. On the other hand, the 
defined-contribution feature incorporated into the reform and the choice among many, customized 
private insurance products would be scored as a likely decrease in the overall egalitarianism of the 
health care experience of elderly Americans (and other beneficiaries). 

On the issue of egalitarianism score, then, the jury is still out Journalists, however, 
might keep the issue in sight probe deeply into their findings to the public, when the time 
comes to be more specific. It would be entirely appropriate, for example, to grill a proponent 
of a particular reform to make explicit his or her assessment of the impact of the proposed 
reform on this aspect of a health care arrangement for Medicare beneficiaries. 

E. SOME MAJOR OBSTACLES FACING MEDICARE REFORMERS 

The proposed reform would face a number of technical and political problems in addition 
to those raised above, some of which already had surfaced under the Clinton Plan. 

Competitive Bidding: A central idea underlying many Medicare reform proposals — 
including the President’s current proposal of March 3, 2003--is that private health plans would bid 
their premiums competitively for a specified benefit package for Medicare beneficiaries. If history 
is any guide, this is much easier said than achieved. 

During the past decade the then Health Care Financing Administration (HCFA)~and now 
Centers for Medicare and Medicaid Services (CMS)-had tried on numerous occasions to 
experiment in a few markets with competitive bidding by private managed-care plans for 
Medicare beneficiaries. Each and every time the experiment was abolished, at the behest of the 
private health plans, and through the good offices of Medicare’s Board of Directors, the 
Congress. 6 


6 In this connection see the entire section entitled "Medicare Reform" in Health Affairs (September/ October, 
2000), pp.8-59, especially the paper by Bryan Dowd el. a!. “A Tale of Four Cities: Medicare Reform and 
Competilive Bidding." 
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Reporters are entitled to wonder why things would be different in the future and 
they should probe that issue vigorously. What evidence is there that the private insurance 
industry will ever accede to competitive bidding for so large a clientele as Medicare? 

My prediction is that private health plans would instead plead for administered prices . 
From the perspective of the industry, administered prices have two advantages. First, they can be 
more easily influenced through the political process. Second, they can be used as a scapegoat 
whenever something goes wrong with Medicare beneficiaries. 

The Wennberg Variations: The President’s proposal might also flush into better view 
the enormous regional variations in Medicare spending per statistically equivalent elderly. 7 
Although the President’s reform proposal might be viewed as an attempt to eliminate that 
variation through competitive market forces, for a while (perhaps a decade) these variations 
would be likely to remain. Greater transparency on them might cause political problems. 

Reporters should probe in what way a proposed Medicare reform plan — including 
the Presidents — will cope with the enormous regional and sub-regional variations in the 
average Medicare spending per statistically age-sex adjusted Medicare beneficiary. 

Risk Adjustments: Like the Clinton health reform plan, the President's Medicare reform 
of March 3 rc , 2003 requires the existence of a workable risk-adjustment mechanism that can 
protect individual health plans from being stuck with an unusually large number of medical risks. 
The adjusters are needed, because the President proposes that, once they have made their 
premium bids, the private health plans ’’will have to accept any Medicare participant wishing to 
enroll regardless of whether the beneficiary lives in a rural or remote area.” 

The risk adjusters currently used for the Medicare+Choice program are fairly crude and 
have been vehemently opposed by the private health plans. Unfortunately, the plans themselves 
have never proposed a superior, workable, budget-neutral alternative. 

Reporters should probe precisely how any risk adjustment under competitive 
bidding and community-rated premiums is to work. 

Insurer of Last Resort: In some Medicare reform proposals, the traditional Medicare 
program would be forced to compete with private health plans just like any other health plan. 

There is the question who will act as insurer of last resort for the elderly under such a scheme. 
Presumably, any private health plan serving Medicare beneficiaries at one point in time could 
terminate those contracts and pull out of entire regions, as the private health plans have done in 
the past few years under the Medicare+Choice program. That privilege surely would carry over to 
the President's plan as well. 

7 John E. Wennberg and Megan McAndrew Cooper, The Dartmouth Atlas of Health Care in the United States 
(1999). See also their website www.dartmouth.edu/--atlas/. which exhibits these data by county. 
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The question arises whether, if private health plans would find serving Medicare patients 
in, say, certain counties in Connecticut or iowa unprofitable and pulled out of those regions, the 
traditional Medicare program could also decide to pull out, or whether it would have to stay as 
insurer of last resort, if so, one can ask in what sense such a competition between the 
government-run Medicare as insurer of last resort and private health plans could be labeled "fair." 

G. CONCLUSION 

The purpose of this memo has not been to naysay the President's proposal, which 
deserves a full and fair debate, nor have I intended to sell one particular approach. I am not 
wedded at all to a preferred approach. 

My plea merely is that in the forthcoming debate on Medicare reform we depart from 
empirically vacuous cliches — e.g., that the private sector is always more efficient that the public 
sector or, conversely, that private health plans always put “profits over people" — and that the pros 
and cons of the proposal be debated forthrightly , with appeal to the best scientific empirical 
evidence available on the issue. 

In this regard, it is particularly important to understand why the traditional, government- 
run Medicare program has been left by Congress as outdated as it is. A part of the debate on 
Medicare reform should be why Congress has behaved in this way and why it seems determined 
to continue to behave in this way 

Finally, in my view, Medicare reform is unlikely to be the magic bullet that will lessen 
significantly, if at all, the t otal burden on the economy of providing health care to the nation's 
growing number of elderly. Medicare reform can at best limit the taxpayer's exposure to that 
growing burden, leaving the elderly themselves to pick up a larger fraction of the total cost of their 
care, it is a matter eminently worth debating at this time, but that debate should not be conducted 
in code words or cliches. It should be conducted forthrightly in our democracy. 
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APPENDIX A 

AN ECONOMIC PRIMER ON MEDICARE 

To think about Medicare reform, it may be helpful to distinguish between two facets of the 
economics of Medicare, as is done in the sketch overleaf: 

1. the real resource flow of goods and services from the providers of health care to 
Medicare beneficiaries (the lightly shaded arrow) and 

2. (the financial flows A, B and C, which transfer claims to the nation’s GDP (money) 
from Medicare beneficiaries and taxpayers to private health-insurance carriers and 
thence to the providers of health care. To keep the schematic simple, Medicare itself is 
not shown on it, mainly because it administers the Medicare program through private 
health insurers who act as Medicare intermediaries. 

To be explored is how Medicare reform proposals would affect the real resource flow (that is, the 
actual medical care going to the elderly) and the financial flow (that is, the total money reward 
going to the providers of health care, and the apportioning of this burden to the taxpayer and to 
the elderly). To think about these questions, some more commentary on these real and financial 
flows may be warranted. 

Prices: The fees paid providers for health care rendered the elderly form the linkage 
between the real-resource flow in Medicare (the lightly shaded pipe) and the money pipes (A.B.C 
and D). 

if there were only one health care service in the world - e.g., standard physician visits - 
then the price per visit would be simply the money flow in pipe D divided by the number of 
physician visits in the real resource pipe. In the real world, of course, things are much more 
messy, but the basic linkage remains. 

It is important to keep this linkage in mind as we think about Medicare reform. If 
privatizing Medicare is to reduce health spending -as some proponents claim it would -- then the 
question is how much, if any, of that reduction in spending will come from (a) reductions in fees 
paid providers, (b) reductions in the use of real health services by the elderly (the shaded pipe), 
or (c) both. 

I have found it very difficult to get answers to this fundamental question from the 
proponents of privatizing Medicare, or from health insurance executives. Attached hereto as 
Appendix B, for example, is a questionnaire I once submitted to a group of health-insurance 
executives. With the exception of one, none of them v/ere willing to respond to that 
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questionnaire. Yet an answer to this question seems fundamental, in a democracy, in the public 
debate on this issue. 

The Medical Loss Ratio (MLR): According to the Trustees of the Medicare trust funds, 
Medicare currently spends less than 2% of its total outlays on administration, mainly for the work 
of private insurance carriers who function as Medicare intermediaries in claims processing. This 
means that more than 98 cents of every dollar collected by Medicare goes to the providers of 
health care. 

It is inoonceivabfe that a private insurer could operate at a MLR of only 98% (an 
administrative expense ratio of only 2%). My own estimate is that private health plans would need 
at least 1 0 cents of every premium dollar collected for Medicare beneficiaries for administration, 
marketing and profits. 8 Here it must be recalled that Medicare does not have to market its 
products, nor pay profits to shareholders. By contrast, under the President’s proposal private 
health plans would have to market to the elderly individually and, of course, they would have to 
retain some funds for their shareholders. 

In fairness, it must be added that Medicare visits considerably administrative work on 
doctors, hospitals and other providers of health care. It is not dear, however, whether those costs 
borne by providers are larger for Medicare (as a percent of the providers’ revenues) than are the 
costs they bear for processing the claims against private insurers. There is also the fact that the 
supplementary coverage Medicare beneficiaries purchase as a complement to the traditional 
Medicare coverage carries with it administrative and marketing costs that would be obviated by 
more comprehensive private coverage in health plans. 

The Taxpayer's Dollar Exposure: Pipe A in the schematic represents the taxpayer’s 
exposure for the Medicare program. It consists of the sum of (1 ) what we call “Medicare 
spending" (now roughly half of the total health spending A+B+C on the elderly, (2) Medicaid 
spending on the elderly and (3) other government spending on elderly American. For this 
purpose, we view the elderly themselves as taxpayers when they pay taxes of all sorts. 

The Dollar Exposure of Medicare Beneficiaries: The sum of pipes B+C represents the 
exposure of the elderly for their own health care. To keep the schematic simple, pipe C is thought 
to include the Part B premiums paid by the elderly for Medicare coverage. 

With these preliminaries, we can now turn to the question raised earlier: what benefits 
does the President expect from the privatization of Medicare? 


8 See Uwe E. Reinhardt, "Perspective: Does U.S. Tax Financed Health Care Really Incur Waste?" Health 
Affairs (July/August, 2002): pp. 99-100, 
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THE FLOW OF REAL AND OF FINANCIAL RESOURCES IN MEDICARE 



SOME FUNDAMENTAL DEFINITIONS 


SB 

SC 

SA+SB+SC 

SA+SC-SD 

SD/(SA+SC) 


= out-of-pocket payments by Medicare beneficiaries to providers 

= premiums paid by Medicare beneficiaries to private insurers 
(and for Part B). 

= total health spending per year on the elderly, from all sources 


= funds retained by private insurers for administration, marketing 
And profits 

= the insurers’ “Medical Loss Ratio” (MLR) 


SB + SD 


= revenues received by the providers of health care 
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APPENDIX B 

QUESTIONNAIRE FOR INSURANCE EXECUTIVES ON MEDICARE REFORM 


Your name: 


(Please print) 


Your company: 


(Please print) 


SOME QUESTION ON PRIVATIZING MEDICARE A LA BREAUX-FRIST / 

1. According to the Trustees of the Medicare trust funds, slightly less than 2% of 
total spending by Medicare is currently absorbed by the program's administrative 
expense. 9 My question is whether, under a privatized Medicare on the Breaux- 
Frist I model, private health plans can manage with a similarly small load factor 
for administrative expenses and profits or, if not, who should pay for any extra 
above Medicare's 2%. To enlighten me on this point, may I ask you to respond to 
the following questions? Please mail your responses to Uwe Reinhardt, 351 
Wallace Hall, Princeton University, Princeton, N. J. 08544. Many thanks. 


a. On average, what fraction of the total premium received b y your company for 
a Medicare enrollee (from whatever source) would your company need for 


- General Administration 

% 

- Marketing 

% 

’ Profits for shareholders 

% 

■TOTAL 

% 


b. If your estimated TOTAL expense ratio exceeds 2%, who, in your view, should 
pay for the additional cost of SG&A and profits experienced by private health 
plans? 


/ providers, through greater efficiency in the procurement of health 

care (i.e., lower revenue to them); 

/ the elderly, through commensurately higher contributions they 
would make toward premiums; 

/ the taxpayer, through higher defined contributions from Medicare 

paid the elderly for their health insurance 


Medicare does visit considerable additional administrative costs on the providers of health care, although these costs 
probably are not larger, as a percentage of total revenue received, than they are for revenues received from private health 
insurers. While Medicare billing is predominantly electronic, many private insurers still bill on paper. Furthermore, 
Medicare tends to pay promptly. ‘Days of accounts receivable outstanding’ from private insurers tend to be three to four 
times as high as the comparable Medicare figure. 
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J the providers of Medigap insurance, who would lose that 
business because the private health plans would provider 
broader coverage 


J all of the above, to some extent 


2. In your view, relative to the prices at which Medicare will be able to procure heaith care on behalf of 
Medicare beneficiaries, the prices at which private health plans wi!i be able to procure the same health care 
from the same providers will be 

I lower 

/ about the same 

l higher 


3. Please assume now that the traditional Medicare program were enhanced by coverage for prescription 
drugs. Relative to the total health care cost per Medicare beneficiary experienced under that enhanced 
Medicare program (paid by whatever source, and including administrative expenses), do you believe that the 
comparable cost figure for the same benefit package and for similar beneficiaries experienced under 
coverage by private health plans would be 


j lower 

j about the same 
J higher 


4. Please assume again that the traditional Medicare program were enhanced by coverage for prescription 
drugs. Relative to the health care costs per Medicare beneficiary then to be borne by the elderly themselves 
under this enhanced Medicare program (i.e., their out of pocket payments at point of service plus their own 
contributions to premiums), do you believe that the comparable out-of-pocket spending to be borne by the 
aged, for the same benefit package and for similar beneficiaries experienced under coverage by private 
health plans, would be 


J lower 

_/ about the same 
j higher 


5. Open-ended question; In your view, what would be the strongest selling point to persuade Medicare 
beneficiaries that receiving their health care through private health plans would be better for them than 
receiving it through the traditional Medicare program (but enhanced by drug coverage). 

6. Open-ended question: In your view, what would be the strongest selling point to persuade the tax-paying 
public that privatizing Medicare on the Breaux-Frist I model would be a good idea 


o 



